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About the Organization

Japan Sustainable Investment Forum (JSIF) started

its activities in early 2001 to promote socially responsible investment (SRI)

in Japan and was formally registered as a non-profit

organization (NPO) in 2003.

JSIF’s Sustainable Investment Standards

JSIF defines “sustainable investments” as investments that embody the following two principles:

1. Investments with a view to the sustainability of the earth and society;

2. Investments supported by the disclosure of initiatives pertaining to Principle 1

and the social effects of these investments to suppliers of capital.
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Foreword

The Japan Sustainable Investment Forum (JSIF), which upholds the proliferation of Japanese
sustainable investment as its mission, has been engaged in the publication of biennial reports to
describe Japanese market trends. We are pleased that in this report, which marks its fifth publica-
tion, we have been able to show significant changes toward the growth of sustainable investment
markets in Japan.

To date, reports have shown that balances with a focus on individual investors, represented by
eco funds and socially responsible investment (SRI) funds, along with impact bonds, have fallen
shy of ¥1.0 trillion. This time, however, JSIF was able to observe a genuine commitment to
sustainable investment by pension funds and institutional investors, sparked by a series of ground-
breaking events occurring over 2014 and 2015: Japan’s Stewardship Code was introduced, and the
Government Pension Investment Fund (GPIF) became a signatory of the Principles for Responsible
Investment (PRI). In fall 2015, JSIF conducted the first sustainable investment survey in Japan
aimed at institutional investors.

Responses were received from 28 of the 59 institutions that were asked to participate in the
survey. The survey clarified the level of Japan’s total sustainable investment balance to ¥26.7
trillion from 24 institutions. As of December 2015, the number of Japan’s Stewardship Code
signatories had increased to 201 organizations, entities, or institutions. Thus, we assume that the
actual sustainable investment figure should exceed this amount. This report describes the content
of the survey and provides a concrete outline of sustainable investment initiatives established
by institutional investors. We can also observe the influence of such trends on the behavior
of shareholders.

In accordance with changes in the circumstances surrounding these markets, the tide of this
report has been updated, from Review of Socially Responsible Investment in Japan to White Paper on
Sustainable Investment in Japan. Moreover, the report examines not only the progressive move-
ment of large sums of money held by institutional investors toward sustainable investment, but
also the movement of smaller sums held by individuals through participation in such initiatives as
community investment and crowdfunding. The report also shows the active proliferation of sus-
tainable investment in asset classes separate from equity and bonds, such as green real estate and
private equity.

This report includes voluntary contributions from some of Japan’s leading experts in various
fields. It provides not only statistical market data, but also detailed explanations of circumstances
pertaining to these markets. Accordingly, it represents an excellent reference material to aid the

reader in understanding the circumstances surrounding various forms of sustainable investment.



2016 commenced with a rocky start as global equity markets continued to plummet. Like the

2008 financial crisis, initial confusion has subsided and, as speculative movements reach a plateau,
movements to restore value in equity and bonds have begun to materialize. We believe, however,
that the significance of long-term sustainable investment, which upholds the advancement of
society as one of its objectives, will be brought into the forefront going forward. In this pressing
environment, it is the sincere hope of those who participated in the publishing of this report and
JSIF members that it be utilized as a reference when making investment decisions.

We would like to use this opportunity to express our gratitude to Edge International, Inc., for
its collaboration in the translation and the production of this report in support of this mission and
our enthusiasm. We would also like to thank Ernst & Young ShinNihon LLC and the Development
Bank of Japan Inc. for their continued support.

Furthermore, we would also like to extend our gratitude to the investment management institu-
tions and pension funds that cooperated with us in responding to the survey, the main feature of
this report.

Finally, we would like to thank our 35 corporate members and 67 individual members for their
day-to-day support of JSIF’s activities. In addition to our gratitude for their encouragement thus
far, we ask for their further support of JSIF’s initiatives to bring Japan’s sustainable investment

into the mainstream.

January 2016

Mariko Kawaguchi
Co-CEO

Japan Sustainable Investment Forum



JSIF Conducts Japan’s First Survey Pertaining to the Total Sustainable
Investment and ESG Investment Balances of Institutional Investors

According to JSIF totals, the total sustainable investment and
ESG investment balances of Japanese institutional investors

amount to ¥26.7 trillion and ¥17.5 trillion, respectively.

Since its establishment in 2004, the Japan Sustainable
Investment Forum (JSIF) has been regularly calculating Japan’s
sustainable investment balance and publicizing this information
both domestically and overseas. Until recently, the scope of
these totals was limited to publicly available figures pertaining
to SRI investment trusts and social impact bonds. For a long
time, disclosure initiatives pertaining to sustainable investment
by institutional investors, including pension funds, were lim-
ited, and balances were not publicized. It was therefore not pos-
sible to reflect such investments in our calculations.

However, in February 2014, the Principles for Responsible
Institutional Investors (Japan’s Stewardship Code) were estab-
lished and, as of December 11, 2015, 201 institutional investors
have declared adoption of these principles. Moreover, with the
announcement of the Corporate Governance Code in June
2015, ESG and sustainable investment by institutional inves-
tors in Japan is anticipated, in addition to ramped up engage-
ment with corporations. Further, in September 2015, the
Government Pension Investment Fund (GPIF)—the world’s
largest pension fund—became a signatory of the Principles for
Responsible Investment, which has garnered attention from
overseas since its announcement by Prime Minister Abe at the
UN Summit.

The global sustainable investment balance for 2014 amounted
to $21.36 trillion, a rise of 61% from the 2012 figure of $13.26
trillion. Within this amount, there has been a rapid expansion
in ESG investment (ESG integration), which has grown 78%
from 2012, to $12.85 trillion, and engagement and the exercis-
ing of voting rights related to ESG, which has grown 53%, to
$7.05 trillion (Global Sustainable Investment Review 2014).

Signatories of the UN’s Principles for Responsible Investment
(PRI), an initiative to promote ESG investment worldwide,
totaled 1,453 as of January 11, 2016 (breakdown: asset owners:
301; investment managers: 954; professional service partners:
198), with combined total assets under management of over

$59.0 trillion.

Worldwide : Japan

PRI signatory institutions 1,453 39
Asset owners including pension funds 301 9
Asset management companies 954 23
Information service providers 198 7

Number of PRI signatory institutions and assets under
management (as of April 2015)

Total assets: over $59.0 trillion Annual increase of 29%

(Trillions of U.S. dollars) Number of signatory institutions

80 1,600
60 1,200
40 800
20 400

2010/04
2011/04 I
2012/04
2013/04
2014/04 NN

2006/04
2007/04
2008/04
2009/04
2015/04

= Total assets under management (Left scale)
— Number of signatory institutions

Source: Produced by JSIF based on PRI data

Furthermore, 12 of the 20 largest pension funds in the world
are engaged in ESG investment, and the total assets held by
those 12 funds represent 72% of the total assets under
management by all 20 (calculated by JSIF based on P&/TW
300 Analysis Year End 2014 and PRI data).



Twelve of the 20 largest investment funds in the world are
engaged in ESG investment. The proportion of total assets
held by those 12 is 72%.

Fund Country Total assets
1| Government Pension Investment Japan $1,143,838
2| Government Pension Fund Norway $884,031
3| National Pension South Korea $429,794
4| Federal Retirement Thrift U.S. $422,200
5| ABP Netherlands $418,745
6| California Public Employees U.S. $296,744
7| National Social Security China $247,361
8| Canada Pension Canada $228,431
9| PFZW Netherlands $215,006

10| Central Provident Fund Singapore $207,872
11| Local Government Officials Japan $194,696
12| California State Teachers U.S. $186,954
13| Employees Provident Fund Malaysia $184,697
14| New York State Common U.S. $178,252
15| New York City Retirement U.S. $158,702
16| Florida State Board U.S. $154,657
17| Ontario Teachers Canada $133,282
18| Texas Teachers U.S. $128,933
19| GEPF South Africa $123,204
20| ATP Denmark $122,028

PRI signatories Engaged in ESG investment but not a PRI signatory
Source: Produced by JSIF based on P&1/TW 300 Analysis Year End 2014 and PRI data

For 2014, total assets under management by asset management
companies that are signatories of PRI accounted for 63% of invest-

ment by asset management companies worldwide (PRI data).

Signatories of PRI manage 63% of the assets under
management by asset management companies worldwide.

Estimated
PRI signatory proportion
Market scale: institutions: accounted for
trillions of U.S. : ftrillions of U.S. : by PRI signatory
dollars (2014) dollars (2014) institutions
Asset management companies 74 46.3 63%

M PRI signatory asset
management companies
Other asset
management companies

Source: Produced by JSIF based on PRI data

Looking at these figures, it is not an exaggeration to say that
ESG investment has already become a mainstream concept
worldwide. Bearing in mind the changing domestic and global
environment that represents a backdrop to sustainable invest-
ment and ESG investment, JSIF considers the calculation and
publication, both domestically and overseas, of balances that
reflect the sustainable investment and ESG investment initiatives
of Japanese institutional investors to be a matter of urgency. By
requesting the cooperation of 59 institutions that have declared
adoption of Japan’s Stewardship Code with regard to clear disclo-
sure of their departments responsible for compliance with the
Code and participation in the survey, we were able to secure
responses from 28 institutions.

This survey examines the status of Japan’s sustainable invest-
ment, and aims to promulgate a correct interpretation of that
status across the country and overseas. The results of totals cal-
culated are to be posted on JSIF’s website and announced at a
conference jointly hosted with PRI Japan Network and at inter-
national conferences. The information will also be widely uti-
lized by public institutions such as the Ministry of the
Environment. Moreover, totals will now be calculated every two
years, and we intend to reflect the results of the survey in the
Global Sustainable Investment Review, an initiative started in
2012 through the cooperation of SIFs in countries around the
world to calculate and publicize global sustainability investment
balances. We hope that this survey will be a useful reference for
domestic and overseas pension funds and other institutional
investors, NPOs/NGOs, relevant authorities, and Japanese cor-
porations to correctly grasp the status of sustainable investment
and ESG investment in Japan and for promoting domestic ini-
tiatives such as sustainable investment, ESG investment,

engagement, and information disclosure by corporations.

Pension funds and asset management companies that
participated in the survey

(28 companies in alphabetical order)

Of the 28 respondents, four requested that their group/company
name not be published.

* Alliance Bernstein Japan Led.

* Amundi Japan Lid.

* Asahi Life Asset Management Co., Ltd.



* Daido Life Insurance Company

* Daiwa Asset Management Co. Ltd.

* DBJ ASSET MANAGEMENT CO., LTD.

* DIAM Ceo., Ltd.

* Mitsui Sumitomo Insurance Company, Ltd.

* Mizuho Asset Management Co., Ltd.

* Mizuho Trust & Banking Co., Ltd.

* Nissay Asset Management Corporation

* NN Investment Partners (Japan) Co., Ltd.

* Pension Fund Association

¢ Resona Bank, Limited

* Robeco Japan Company Limited

* SECOM Pension Fund

* Sompo Japan Nipponkoa Asset Management Co., Ltd.
* Sompo Japan Nipponkoa Insurance Inc.

* SPARX Asset Management Co., Ltd.

* Sumitomo Mitsui Asset Management Company, Limited
* Sumitomo Mitsui Trust Bank, Limited

* TAIYO LIFE INSURANCE COMPANY

* T&D Asset Management Co., Ltd.

* Tokio Marine Asset Management Co., Ltd.

The following four groups/organizations cooperated with

JSIF in circulating the survey:

* Principles for Financial Action for the 21st Century, Ministry

of the Environment
* CFA Society of Japan
* FTSE Russell (London Stock Exchange Group)

* responsible-investor.com (Response Global Media Limited)

We also received many suggestions pertaining to survey con-

tent from the Japan Investment Advisers Association.

Summary of Survey Results
Outline of survey

* Focus period: November to December 2015

* Circulation and number of respondents: distributed to 59

institutions, responses received from 28

Total sustainable investment under management

¥26.69 trillion (24 institutions)

Proportion of total assets under management

11.4% (= 26,661,900 + 232,084,235)

Note: Total assets under management calculated with the exclusion of one institution that did not

disclose a figure

Classification of respondent institutions
(asset owner/investment manager)

Asset owner 7
Investment manager 20
Asset owner and investment manager (both apply) 1
Total 28
Sustainable investment balance by management method
(¥ Million)
ESG integration ¥17,555,654
Positive (best in class) screening 326,955
Investments based on a theme of sustainability 785,785
Impact and community investment 87,642
Engagement/Use of voting rights 11,709,822
Negative screening 4,573,384
Screening based on international standards 6,075,200
Sustainable investment balance by asset class
(¥ Million)
Japanese stock ¥13,855,308
Foreign stock 2,962,942
Bonds 6,815,325
Private equity (PE) 643
Real estate 435,150

Other 1,147,630




Survey Results

Please enter the identification code accompanying
the guide to this survey.

Ql

Which of the following initiatives have you adopted
or are involved in?

Q3

Proportion of Number of Proportion of Number of

Option responses responses Option responses responses
Identification code 100.0% 28 a Principles for Responsible Investment (PRI) 91.3% 21
Number of institutions that answered this question: 28/28 b Equator Principles 4.3% 1
c gqlgtcg;ijf; Financial Action for the 60.9% 14
d Principles for Sustainable Insurance (PSI) 8.7% 2
e CDP 30.4% 7
Please describe your role pertaining to capital f Other (please specify) 34.8% 8

Q2

management and capital structure.

Proportion of Number of
Option responses responses
Asset owner 25.0% 7
Investment manager 71.4% 20
Asset owner and investment manager
9 3.6% 1

(both apply)

Number of institutions that answered this question: 28/28

3.6%

M Asset owners
M Investment managers

Both asset owner and
investment manager
perspectives

* Seven respondent institutions, or 25%, were asset owners;
20 respondents were investment managers, with a proportion
of 71.4%; and one institution indicated that both categories
applied.

* Four of the respondent institutions were foreign-affiliated

Japanese corporations (all of which were investment managers).

Number of institutions that answered this question: 23/28

91.3%
60.9%
30.4% 34-8%

* Twenty-three institutions responded to the question pertaining
to their involvement in the main domestic and international
initiatives related to sustainable investment.

* Signatories of PRI, which promotes ESG investment interna-
tionally, represented the highest proportion, with 21 institutions
(91.3%); 14 institutions (60.9%) were engaged in the domes-
tic initiative Principles for Financial Action for the 21st
Century; and signatories of CDP, which advocates disclosure
of corporate initiatives pertaining to CO: emissions, water,
and forests, totaled seven institutions (30.4%).

* Furthermore, eight institutions (all of which were investment
managers) noted their participation in 24 differing activities
both domestically and overseas, including IGCN, JSIF,
UNEPFI, the UN Global Compact, and the Montreal
Carbon Pledge.



Have you declared adoption of
Japan’s Stewardship Code?

Q4

Proportion of Number of
Option responses responses
YES 92.9% 26
NO 71% 2
For institutions that answered YES, please include the URL of o4

the IR website that describes policies related to each principle.

Number of institutions that answered this question: 28/28

7.1%

M YES
NO

* The survey was conducted with a focus on signatory institu-
tions of Japan’s Stewardship Code; 26 respondents (92.9%)
reported adoption of the Code.

* Of the two institutions that were not signatories of the Code,
one was a domestic asset owner, and the other was an overseas

investment manager.

Do you have a formal policy pertaining to sustainable
investment (ESG investment, responsible investment,
SRI, impact investment, eco funds, etc.) specific to
your organization?

Q5

Proportion of Number of
Option responses responses
YES 50.0% 14
YES (as specified by Stewardship Code policy) 32.1% 9
NO (currently in development) 0.0% 0
!\IO (mgdlatlon to discuss development 10.7% 3
is pending)
NO (no plan for development) 71% 2

Number of institutions that answered this question: 28/28

M YES
M YES
(as specified by
Stewardship Code policy)
NO
(currently in development)
NO (mediation to discuss
development is pending)
HNO
(no plan for development)

0.0%_ 10.7%

* Fourteen institutions (50%) indicated that they had a formal
policy specific to their organization pertaining to sustainable
investment, and nine institutions (32.1%) indicated that they
incorporated policy as specified by Japan’s Stewardship Code,
for a total of 23 institutions (82.1%) that answered YES.

e Three institutions (10.7%), all of which were investment
managers, indicated that mediation to discuss policy develop-
ment was pending.

* Of the two institutions that indicated no plan for policy
development, one was a domestic pension fund, and the other

an investment manager.

This is a question for institutions that answered
YES to Q4 (pertaining to adoption of Japan’s
Stewardship Code). Are these policies publicized?

Q6

Proportion of Number of
Option responses responses
YES (disclosed to the public) 91.3% 21
YES (only disclosed to clients and subscribers) 8.7%
NO 0.0%
For those who answered YES (disclosed to 19

the public), please provide a URL.

Number of institutions that answered this question: 23/28

0.0%

M YES
(disclosed to the public)
M YES (only disclosed to
clients and subscribers)
NO




* In response to the question for institutions that have adopted
Japan’s Stewardship Code with regard to the publication of
associated policies, 21 institutions (91.3%) indicated that they
made this information available to the public, and two
institutions indicated that they disclosed this information only
to clients and pension subscribers. Therefore, 100% of
respondents answered YES to the question and none of the
respondents answered NO. Five institutions declined to

respond.

Are you engaged in sustainable investment
(ESG investment, responsible investment, SR,
impact investment, or eco funds)?

Q7

Proportion of Number of
Option responses responses
YES 96.4% 27
NO (currently making preparations) 0.0% 0
El‘noediation to discuss implementation is pending) D% v
NO (no plan for implementation) 3.6% 1

Number of institutions that answered this question: 28/28

0.0%
0.0% —]°>8%

M YES

B NO
(currently making
preparations)
NO
(mediation to discuss
implementation is pending)
NO
(no plan for implementation)

* Twenty-seven respondents (96.4%) indicated that they were
engaged in sustainable investment. Only one institution indi-
cated that it did not plan to implement sustainable invest-
ment. (This institution explained that it was not engaged in
asset management in line with sustainable investment guide-
lines because analysts use this information as non-financial

information to evaluate corporations.)

Are you able to disclose to us your sustainable
investment balance under management?

Q8

Proportion of Number of
Option responses responses
YES 85.7% 24
NO 14.3% 4

Number of institutions that answered this question: 28/28

M YES
NO

* Twenty-four institutions (85.7%) indicated that they were
willing to disclose their sustainable investment balance under
management.

* Four institutions indicated that they were not willing to dis-
close this information. Of these respondents, two were asset
owners, one was a domestic investment manager, and one was
an overseas investment manager.

* Of the two asset owners that answered NO, one was a pen-

sion fund. The same fund was also not a signatory of PRI.

This question pertains to institutions that answered
YES to Q8. Please tell us your total sustainable
investment balance under management
(to the nearest million yen).

Q9

(¥ Million)
Total of
amounts Number of
Amount indicated (average) indicated responses
¥1,111,969 ¥26,687,256 24

Number of institutions that answered this question: 24/28

* Twenty-four institutions responded to the question pertain-
ing to total sustainable investment balance under manage-
ment, the combined sum of which amounted to ¥26.69
trillion.

* The average total for each institution was over ¥1.1 trillion.



Please tell us when the balance indicated in
Q9 was recorded.

Q10

Total of

amounts Number of
Amount indicated (average) indicated responses
Date/month/year 100.0% 24

Number of institutions that answered this question: 24/28

If possible, please tell us about your total asset
balance under management at the same time the
amount indicated in Q10 was recorded (to assess
the proportion of total funds under management
categorized as sustainable investment).

Q11

(¥ Million)
Total of
amounts Number of
Amount indicated (average) indicated responses
¥10,090,618 ¥232,084,235 23

Number of institutions that answered this question: 23/28

* Responses pertaining to total balance under management
were provided by 23 of the institutions that responded to
Q10, with the exception of one institution (a pension fund).
'The total of amounts indicated came to ¥232.08 trillion.

* 11.48% of the [combined] total balance under management
was categorized as sustainable investment (calculated with the

exclusion of the aforementioned pension fund).

If possible, please tell us about the proportion of the
amount indicated in Q9 allocated to each of the
asset management methods* listed below.

Q12

(¥ Million)
Amount indicated  Total of amounts ~ Number of

Option (average) indicated responses

a ESG integration ¥1,097,228  ¥17,555,654 16

b Posmvv_a (best in class) 29,723 326,955 11
screening

¢ Investments based on a 78,578 785,785 10
theme of sustainability

d _Impact and community 14,607 87.642 6
investment

o Engagement/ 975,818 11,709,822 12
Use of voting rights

f Negative screening 762,230 4,573,384 6

g SOESIG PEREE @ 1,215,040 6,075,200 5

international standards

Number of institutions that answered this question: 23/28

10

(¥ Million)

¥17,555,654
¥11,709,822
¥6,075,200
¥785,785 ¥4,573,384
¥326,955 L ¥87,642 I
a b c d e f g

Note: As multiple responses were received, figures are not aligned with the total for Q9
(¥26.69 trillion).
* Definitions of asset management methods:
a. ESG integration
Investment that systematically incorporates ESG (environment, society, corporate governance)
factors in regular management processes
b. Positive (best in class) screening
Investment in selected sectors and corporations by using financial and ESG screening
(e.g., eco funds, etc.)
c. Investments based on a theme of sustainability
Investments that reflect sustainability themes, including renewable energy, environmental
technology, and agriculture (e.g., renewable energy funds, etc.)
d. Impact and community investment
Investment that prioritizes impact on society, the environment, and the community (e.g., vac-
cine bonds, green bonds, etc.)
e. Engagement/Use of voting rights
Working with corporations as a shareholder (including use of voting rights) based on ESG
engagement policies
f. Negative screening
Abstention from investment in specific industries or corporations for ethical or religious reasons
g. Screening based on international standards
Investment based on international standards set in place by international institutions (OECD,
ILO, UNICEF, etc.) (e.g., Oslo Convention —> abstention from investment in corporations

affiliated with cluster munitions)

The definitions detailed above were deliberated at a meeting between the JSIF steering committee
and members of the PRI Japan Network Working Group, with reference to definitions set out by
the Global Investment Alliance (a global network of SIFs), Eurosif, and PRI.

* Twenty-three institutions responded to the question pertain-
ing to the proportion of sustainable investment by asset man-
agement methods.

* ESG integration reflected the largest proportion, with a total
of ¥17.56 trillion from 16 institutions.

* Engagement/Use of voting rights amounted to a total of
¥11.71 trillion from 12 institutions. Although some institu-
tions indicated that this management method accounted for
their entire sustainable investment balance, some institutions

did not respond at all.

Caution from JSIF:

Although it is reasonable to assume that all institutions conduct engagement/use of voting rights
to some extent, institutions that did not answer this question may have abstained from doing so
due to reasons related to the extent of their initiatives and their fundamental beliefs pertaining to
What constitutes Engagemem’. (ODC Of the reasons that engagement ﬂnd use Of VD[ing righ[s are
bundled into a single question is due to the fact that this survey used the classifications of global
surveys as a reference point. However, for Japan, it may be more appropriate to treat these as sepa-

rate categories in the future.)



* Negative screening amounted to a total of ¥4.57 trillion from
six institutions, and screening based on international stan-
dards totaled ¥6.08 trillion from five institutions.

* Furthermore, impact and community investment amounted
to ¥87.6 billion from six institutions; investments based on a
theme of sustainability totaled ¥785.7 billion from 10 institu-
tions; and positive (best in class) screening was ¥326.9 billion
from 11 institutions.

* We can see that a wide range of sustainable investment initia-
tives are being implemented in addition to ESG investment.
However, there is still a significant difference in the propor-
tion of investments deemed sustainable when compared to
overseas. We may assume that this is a reflection of the fact
that there are differences between the historical and cultural

backgrounds of every country and region.

SRl classifications and the rapid expansion of ESG investment
World SRl [totals] ¥21.4 trillion

(4 Billion)
Classification Outstanding amount
1 Negative screening $14,389.5
2 ESG investment/ESG integration 12,853.7
3 Engagement/Use of voting rights 7,044.6
4 Investment based on themes 5,5342
5 Positive screening (best in class) 992.1
6 Sustainable theme 165.9
7 Impact and community investment 108.6

Source: Global Sustainable Investment Review 2014, Global Sustainable Investment Alliance

If possible, please tell us about the proportion of the
amount indicated in Q9 allocated to each of the
following asset classes.

Q13

(¥ Million)
Amount indicated ~ Total of amounts  Number of
Option (average) indicated responses
a Japanese stock ¥659,776  ¥13,855,308 21
b Foreign stock 296,294 2,962,942 10
c Bonds 757,258 6,815,325 9
d PE 91 643 7
e Real estate 62,164 435,150 7
f Other 143,453 1,147,630 8
Number of institutions that answered this question: 23/28
Notes:

1. The number of institutions that answered includes institutions that indicated an allocation of zero.
2. As one institution declined to answer, the sum of these figures is not equal to the total amount
indicated in Q9 (¥26.69 trillion).

11

(¥ Million)

¥13,855,308
¥6,815,325
¥2,962,942
¥1,147,630
veas ¥435150 ' g
a b ® d e f

M Japanese stock
M Foreign stock
Bonds
PE
M Real estate
M Other

European and Canadian allocation of sustainable investment
by asset class

1.1% 1.1%

0.7% 0.4%

2.7%j M Equity
5.0% M Bonds

Real estate/Property
Venture cap/
Private equity

M Alternative/
Hedge funds

B Monetary/Deposit
Commodities
Other

Source: Global Sustainable Investment Review 2014, Global Sustainable Investment Alliance



(The numbers of institutions below do not include institutions

that indicated an allocation of zero.)

* Japanese stock represented ¥13.86 trillion of class-specific
assets (21 institutions including one foreign-affiliated institu-
tion). Two of the responses were given by pension funds.

* Bonds amounted to ¥6.82 trillion (eight institutions), foreign
stock to ¥2.96 trillion (six institutions), and “other” to ¥1.15
trillion (six institutions). Moreover, two institutions indicated
that they are engaged in real estate investment, and one insti-
tution is engaged in investment through PE. All of these
institutions were investment managers.

* Eight insticutions are engaged in sustainable investment
through foreign stock. Of those institutions, five were
Japanese and three were foreign affiliates.

* Of the six institutions engaged in investment through bonds,
four were Japanese and two were foreign affiliates.

* Of the two institutions engaged in real estate investment, one
was Japanese and the other a foreign affiliate.

* There was only one institution engaged in PE investment.
This institution was Japanese.

* Four out of six institutions with other assets were Japanese,

and the remaining two were foreign affiliates.

In the past year, how many companies have you
engaged with in “purposeful dialogue,” as stipulated
by Japan’s Stewardship Code? If possible, please
indicate specific companies.

Q14

Option Number of responses

23
Number of institutions that answered this question: 23/28

* Twenty-three institutions indicated that they conduct engage-
ment (purposeful dialogue) with companies and, of the five
institutions that did not provide an answer, two were pension
funds, and the remaining three were investment managers.

* One institution indicated that its scope for engagement was
5,400 companies; one indicated a scope of 3,000; three a
scope of 1,000-1,500; two a scope of 600-700; 13 a scope of
120-350; and three a scope of 15-47.

¢ Although there were many cases where the scope of engage-
ment included a large number of companies, we may assume
that there were also cases where engagement was directed

toward a more specific focus group.

Please provide us with some commentary within the
possible scope for disclosure pertaining to the sys-
tematic evaluation processes used in managing the
amounts indicated in Q9-Q13 (e.g., “ESG is imple-
mented by the ESG evaluation team;” “screening is
conducted by using outside assessment bodies or
analytic data,” etc.). Alternatively, please provide a
URL that gives access to disclosure materials.

QI5

Option Number of responses

21
Number of institutions that answered this question: 21/28

* Twenty-one institutions responded to the request for com-
mentary within the possible scope for disclosure or provided a
URL that gives access to disclosure materials pertaining to the
systematic evaluation processes used in managing the amounts
indicated in Q9-Q13.

* Of the seven institutions that did not respond, three were asset
owners (pension funds), one was a foreign-affiliated invest-
ment

manager, and three were Japanese investment

managers.

The names of companies and funds that cooper-
ated with this survey are to be disclosed at the end
of the report for this survey. Please let us know if
you prefer that this information not be disclosed.

Q16

Proportion of Number of
Option responses responses
Agree to be disclosed 85.7% 24
Prefer not to be disclosed 14.3% 4

Number of institutions that answered this question: 28/28

Il Agree to be disclosed
Prefer not to be disclosed

* Two of the institutions that indicated “please do not publish”

were pension funds, and two were Japanese investment managers.

Japan Sustainable Investment Forum (JSIF)

JSIF Chair: Masaru Arai



Executive Summary

The White Paper on Sustainable Investment in Japan 2015 con-
tains new information pertaining to the influence of trends in
responsible ESG investment in Japan over the last two years.
This summary focuses on the movements of the Japanese mar-
kets over the last two years, and | have endeavored to pre-sent
the information in a concise way to make it more accessible to
the busy reader. For more detailed information, please refer to
individual chapters.

Chapter 1 discusses the trends of institutional investors. The
Japanese responsible investment market started with a single
fund back in 1999 and, following a long period of stagnation,
began to show signs of expansion once again following the
introduction of Japan’s Stewardship Code in 2014. Japan’s
Stewardship Code and Corporate Governance Code, which was
introduced shortly thereafter, are like two wheels on an axle, and
have the role of guiding the relationships between Japanese
investors and corporations toward change. One of the authors
featured in Chapter 1, Mr. Kanai, explains, “for a long time,
corporations and investors in Japan have shared relationships
based on mutual non-interference.” Japanese corporations have
long held a reserved stance toward the procurement of funding
from capital markets, and investors experience little sense of
“ownership,” to the point where the relationship between the
two can be described as a tacit policy of non-interference. The
extent to which Japan’s Stewardship Code may be able to change
this, therefore, is a highly anticipated topic. Of course, the addi-
tion of the Japanese Government Pension Investment Fund
(GPIF), the worlds largest pension fund by assets under
management, to the list of Japan’s Stewardship Code and
Principles for Responsible Investment (PRI) signatories, is sure
to exert an influence on Japan’s responsible investment markets,
which have been left adrift by global tides. Moreover, the stance
expressed by the U.S. Department of Labor regarding the U.S.
Employee Retirement Income Security Act (ERISA), stating
that “where ESG is directly related to the economic and finan-
cial value of investment, it should be taken into consideration in
the management of assets,” is also likely to have a significant
influence on Japanese institutional investors. This is because,
according to ERISA’s interpretation of fiduciary duty to date,
and as the author has expressed, “Socially Responsible
Investment (SRI) has traditionally been seen as the enemy to
disciples of ERISA,” and the traditional interpretation in Japan
was “fiduciary duty has represented a dark cloud that has
covered over the heads of ESG advocates.” GPIF’s signing on to
PRI is expected to be instrumental in lifting this cloud in Japan,

and it has been emphasized that standards are now in place to
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allow public and corporate pensions to start making a genuine
commitment to responsible investment. If we take into account
the actual state of Japanese pension funds, however, we can see
that there are many issues that are yet to be overcome. Going
forward, these pension funds, which do not manage funds
directly, will be faced with the challenge of to what extent they
are able to select asset management institutions with a penchant
for ESG investment processes as partners, as well as monitor
and manage these institutions. They must also take on the
challenge of changing their traditional interpretation of ESG as
one form of active investment, and instead work toward the
incorporation of ESG into their investment processes through
“ESG integration.”

This chapter introduces various examples of ESG integration
at Mitsui Sumitomo Trust Bank and responsible investment
initiatives at Resona Bank, presented by Resona Bank’s Minoru
Matsubara, as case studies of initiatives at Japanese asset man-
agement firms. The chapter also features a column by Takeshi
Mizuguchi, a professor at the Takasaki City University of
Economics who has spent many years researching sustainable
investment, which discusses the perspectives of overseas observ-

ers pertaining to trends in sustainable investment in Japan.

Chapter 2 explores the trends of individual investors in terms of
Japanese SRI investment trusts. The chapter is a focal point of
this JSIF white paper, which represents the only one of its kind
in Japan by presenting data related to the trends of SRI invest-
ment trust markets over the last 16 years, adding analysis, and
making this information available to the world. We encourage
the reader to examine the chapter while considering these
market trends. SRI investment trusts were established in Japan
in 1999 and, by 2007, their total investment balance had
surpassed ¥1.0 trillion. This was reduced by half in the after-
math of the 2008 financial crisis, and since the second half of
2011, the figure continues to fluctuate between ¥210.0
billion-¥260.0 billion. In the two years since the end of
September 2013, however, the SRI investment trust balance
experienced an 11.5% decline, from ¥244.0 billion to ¥216.0
billion. In terms of the investment scope of SRI investment
trusts, the percentage of net assets allocated to domestic stocks
at the end of September rose to 54.5% from 42.4% two years
ago, while the percentage allocated to international stocks fell
from 50.0% to 40.2%. In terms of evaluation criteria, funds
under the evaluation criteria of environment represented 58.6%
at the end of September 2015, down from over 70% two years
earlier. Although the funds invested in international stock under

the evaluation criteria of environment still represent the largest



proportion of net assets, the composition has been gradually
diversified.

If we examine newly established and amortized investment

trusts, we can see that the number of SRI investment trusts
peaked at the end of June 2010 at 94 before falling into a trend
of decline. This trend later subsided and, as of September 2015,
there were 74. For over three years from the first half of 2011,
there was a continuing trend of no new establishment. However,
from the second half of 2014, we can see that newly established
trusts have come to exceed amortized trusts. When we observe
trusts in terms of evaluation criteria, we may note the character-
istic that, over the last two years, six out of ten newly established
SRI investment trusts have been womenomics-focused. If we
examine the capital flows of SRI investment trusts, we can see
that net capital inflows are continuing to decline. Until 2007,
capital inflow was consistent with the establishment of funds.
However, following the confusion of the global financial crisis,
capital flows have continued to demonstrate net losses since
2010, regardless of trends pertaining to new fund establishment
or amortization. This net decline has continued even since the
second half of 2014, when the number of funds began to rise
again. Recent years have seen the investment environment
remain relatively favorable, and we can see an increase in the net
asset balance as a result of investment. However, this increase
has been offset by the capital outflows from cancellations and
redemptions and, on the whole, the total net asset balance has
remained stagnant with little to no increase or decrease. The
analysis featured in this section was contributed by the author,
Masaru Otake, and various data were provided by QUICK Corp.

Moreover, Chapter 2 also touches upon the trends of social
impact bond markets. In Japan, the first social impact bonds for
individual investors were made available in March 2008 and, in
2014, aggregate total sales exceeded ¥1.0 trillion. The total sales
and issue balance as of the end of September 2015 were ¥1.121
trillion and ¥564.2 billion, respectively (calculated at the
exchange rate when figures were published; excluding balance
decline due to incomplete sales). In comparison with figures
from the end of September 2013, total sales rose by ¥327.9 bil-
lion, the issue balance rose by ¥89.6 billion, and, even after
seven years since they were first introduced in 2008, social
impact bonds continued to show a trend toward growth.
November 2013
Corporation (IFC) issued the “Banking on Women Bond,”

Moreover, in the International Finance
which represented the first gender-themed social impact bond to
be issued in Japan. The author of the chapter, Ken Tokuda, high-
lights three elements that are central to the renewed growth and
movement of social impact bonds: 1) alignment with stakehold-
ers; 2) a simple composition and high interest currencies; and 3)
the promulgation of “best effort” management. Meanwhile, if

we consider the issue and sale of bonds by institutional investors,
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we can see that life insurance companies in particular have begun
to use investment in social impact bonds as a form of growth
investment, reflecting positive movement on this front also.
Green bonds have also started to be issued by Japanese banks,
including the Development Bank of Japan (DBJ) and Sumitomo
Mitsui Bank, and we can see model cases arising from the per-

spectives of both investors and issuing bodies.

Chapter 3 touches upon sharcholder advocacy. Japan’s
Stewardship Code was established in February 2014, and at the
end of November 2015, 201 institutions, including overseas
institutions, were signed up. Most of the main asset manage-
ment companies in Japan are signatories, in addition to asset
owners such as public pension funds including GPIF, corporate
pension funds, life insurance companies, and other associated
institutions. Meanwhile, Japan’s Corporate Governance Code,
which targets listed companies in Japan, took effect on June 1,
2015, and emphasizes that companies listed on both the first
and second sections of the stock exchange have a duty to comply
with, or otherwise explain their actions relative to, each princi-
ple. The style of corporate governance reports has changed in
line with the introduction of the Code and, from June 2015,
corporations are required to provide reports in the new style
within six months of annual shareholder meetings. As of the end
of November 2015, a total of 1,089 companies—approximately
30% of listed companies—have been submitting reports in the
new style. However, the Code is not enforced by law, and while
the principle-based British system emphasizes the concept of
“comply or explain,” Ms. Yamasaki stresses that “until now,
most Japanese corporations have operated on a rule-based
system where regulations are decided and subsequently com-
plied with. Consequently, there are many Japanese corporations
that are simply not used to the concept of explanation yet.”
The concept of “engagement,” a theme common to both
codes, is also arousing anticipation. Change continues to be
apparent in the use of voting rights for ESG proposals by
shareholders and at general assemblies, which represents one
form of constructive dialogue. For example, in recent years,
proposals by individual shareholders acting autonomously,
institutional investors, and major shareholders (individuals,
investment companies, and municipal bodies) have become
increasingly common. Many of these proposals aim to increase
the involvement of shareholders in company management by
enhancing transparency pertaining to the election and dismissal
of outside directors/outside corporate auditors and corporate
management. Constructive, purposeful dialogue by Japanese

investors, or, in other words, dialogue that elicits change by



enhancing corporate activities or structure is therefore a topic of

rising anticipation.

Chapter 4 is entitled “Sustainable Finance” and discusses the
emergence of various approaches to sustainable finance in Japan,
including financing, community investment, environmentally
friendly real estate, and private equity.

According to Keisuke Takegahara, who provides us with an
introduction to principles for financial action, as of September
2015 the number of institutions signed up to the Principles for
Financial Action for the 21st Century had expanded to 195,
which extend across a wide sphere, from major banks, securities
companies, and insurance companies, to regional and trust
banks all over the country. In this way, a formal foundation,
which straddles the borders between industrial sectors, has been
established to develop ESG-considerate investment and financ-
ing. To further develop ESG investment going forward, how-
ever, it is going to be necessary to work on encouraging financial
institutions to take anonymous action, while addressing the
issue of varying degrees of enthusiasm between signatories.

As stated by the author of “Community Investment and
Crowdfunding,” Shunji Taga, there were 25 NPO banks in
Japan as of December 1, 2015, and as of the end of March
2015, the aggregate total of financing provided by those 25
NPO banks rose to ¥3.2 billion. From a regulatory standpoint,
the 2014 revision of the Financial Instruments and Exchange
Act deregulated micro-investment funds, or investment crowd-
funding, that utilize collective investment schemes, and from
January 2016, discussions aimed at forming legislation pertain-
ing to the use of dormant deposits are continuing to take place
at regular Diet sessions. According to a bill submitted at an
ordinary Diet session in 2015, supporters of community invest-
ment represent “fund distribution organizations” for these dor-
mant deposits. This section also includes a column by Masayuki
Oki, which draws on his experience of investing in micro funds.

Environmentally friendly real estate is an area that is garner-
ing attention from the sustainable investment sector. Until
recently, there were hardly any buildings or projects in Japan
that had been recognized by global real estate certifications
(LEED, etc.). According to Hiroki Hiramatsu, however, there
are now a number of projects in Japan that have successfully
acquired such certification. The environmental performance—
energy efficiency, for example—of buildings in Japan is gener-
ally good. However, verification of this by globally recognized
certification systems is appealing because it reflects the expan-

sion of new opportunities to invest responsibly.
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There are 3.86 million companies in Japan, and as listed com-
panies only represent 3,500 of these, the remaining 99.9% are
unlisted. Some of these may well be selected to form part of
investment portfolios, however, as Shunsuke Tanahashi empha-
sizes: “69.4% of all Japanese workers are employed at small- and
medium-sized businesses, and these businesses are responsible
for creating 53.3% of total added value. We can naturally
assume, therefore, that thinking seriously about investment in
the private equity segment is akin to thinking about the sustain-
able expansion of the Japanese economy.” Japan’s responsible
investment is still primarily focused on investments in listed
stock, and this section discusses points to be taken into account
when engaging in private equity investments to ensure the pro-

liferation of responsible investment in this field.

Minako Takaba
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1. Responsible Investment of Pension Funds

(1) The Significance of Stewardship Code Introduction
Years from now, 2015 will probably be seen as the year that
represented a turning point for Japanese responsible investment.
Japan’s first SRI fund was established in 1999 and the responsi-
ble investment markets continued to expand steadily until the
blow dealt by the 2008 financial crisis, which caused them to
shrink and remain sluggish for a number of years. In 2015, how-
ever, responsible investment began to show signs of a reemer-
gence, which we may attribute to the introduction of Japan’s
Stewardship Code (SSC).

Following the adoption of the SSC, in 2015 the Corporate
Governance Code was introduced, which represents a key
policy in the Japan Revitalization Strategy outlined by Prime
Minister Abe’s cabinet in 2013. The objective of the Code is to
“bolster the earning power of Japanese corporations” through
“aggressive governance.” In addition, it also serves as a policy to
resurrect the Japanese stock markets, which have been sluggish
since the economic bubble burst in the early 1990s. So what
does this mean?

For a long time in Japan, corporations and investors have
shared relationships based on mutual non-interference. Japanese
corporations have traditionally held a reserved stance toward the
procurement of funding from capital markets and tend to dis-
like it when outsiders (investors) encroach on managerial affairs.
Conversely, the sense of corporation “ownership” felt by inves-
tors is all but absent, and the leverage held by corporations in
transactional relationships has led investors to hesitate in con-
fronting them. In other words, these relationships may be
described as acquiescing to a tacit policy of mutual reticence. As
a consequence, investors feel little responsibility to protect the
markets and are often plagued by a sense of indifference. Over
the last ten years, corporate pensions and other funds have been
consistently limiting the proportion of investments in Japanese
stock, which has accelerated the negative spiral of stock price
stagnation. The SSC, however, sent a signal that the stock mar-
kets, which even domestic investors had turned their backs on,
had begun to change.

On September 27, 2015, Prime Minister Abe announced at
the UN summit that the Japanese Government Pension
Investment Fund (GPIF)—the largest pension fund in the
world, with pension reserves equivalent to $1.0 trillion—had
become a signatory to the UN’s Principles for Responsible
Investment (PRI), and that this would represent a significant
contribution to the realization of Japan’s sustainable develop-
ment going forward. The conservative GPIF was also swift to
adopt the SSC last year, with its distribution of ESG surveys
indicative of a change in its attitudes toward responsible invest-

ment. It was even more surprising then, when those with

16

Trends of Institutional Investors

connections to the fund indicated that remarkable changes were
in fact yet to materialize. “Key DPolicies Related to ESG
Initiatives,” released the next day, highlighted that “ESG initia-
tives will be reinforced as a key element in the execution of
stewardship responsibilities.” Although the backgrounds sur-
rounding the establishment of the SSC and PRI are different
and, even in the UK where the SSC originated, financial author-
ities are striving to prevent confusion of the two, both empha-
size the concept of raising the long-term value of investee
corporations. Conceptual integration of the two is, therefore,
not inappropriate. The expression of progressive thinking by
GPIE which is the world’s largest asset owner, has been received
with favor, and it also has the potential to be a driving force for
change in the Japanese markets, which have been left adrift by
global tides. In this way the SSC has opened up a pathway
toward ESG.

Figure 1.1.1
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(2) Influence of the U.S. Department of Labor’s New
Stance on Pensions

The U.S. Employee Retirement Income Security Act (ERISA)
was established as law in 1974 with the objective of protecting
the rights of corporate pension recipients. The scope for the act
was corporate pensions, but its influence extended to the U.S.s
enormous public pensions in addition to having a substantial
influence on pension markets in Europe. Socially responsible
investment (SRI), unlike modern investment theory, excludes
investment in companies deemed to be unethical, and has tradi-
tionally been seen as the enemy to disciples of ERISA. In fact,
U.S. corporate pensions have rarely pursued responsible invest-
ment in managing their funds. Japanese pensions diverge little
from this example; in 2003, which marked the dawn of a new
era for responsible investment, SRI was universally loathed by
experts, and we cannot deny the fact that this was a major cause
of the subsequent slump in the markets. The expansion of
responsible investment overseas, however, was sparked by public
pensions and, more specifically, European public pensions,
which could not be further removed from ERISA.

When we take into account these circumstances, the stance



expressed by the U.S. Department of Labor, which oversees
ERISA, on October 22, 2015, stating that “where ESG is

directly related to the economic and financial value of invest-

ment, it should be taken into consideration in the management
of assets,” may well be considered revolutionary. We may, how-
ever, interpret this to mean that, in the midst of rapid expansion
in the responsible investment markets, the Department has
simply become unable to maintain its traditional stance.
Although to some this announcement may seem to be a little
too late, and to simply represent no more than a return to base-
line following a long history of lost opportunities, the dark
cloud that has hovered above the heads of ESG advocates for
many years has unarguably been lifted. Moreover, as this
occurred at the same time GPIF became a signatory to PRI in
Japan, we can speculate that the foundations have been laid for
public and corporate pensions to start seriously implementing

responsible investment.

(3) The Decision-Making Process and Responsible
Investment of Pension Funds

The management of pension funds is usually based on indepen-
dent management policies, and the establishment of a basic asset
allocation plan based on the results of pension asset liability
management (ALM), among other factors, represents the first
step. Small and medium-sized funds often outsource their fund
management on a discretional account basis to an investment
manager at this stage. Larger funds will decide on the active and
passive proportion per asset and, for the active portion, a invest-
ment style combination. Investment managers are then selected
for each style on the advice of a pension fund-consulting firm,
and mandates are settled. The asset owner subsequently has a
responsibility to check periodically that the investment manager
is managing in accordance with this mandate. Through such
monitoring, investment managers that fail to produce the results
anticipated can be dismissed and replaced. “Results anticipated,”
however, does not simply refer to performance. There are areas
for periodic evaluation that are separate from performance and,
if management is not being implemented in accordance with
the asset owners’ trust policies, institutions may have their
contracts revoked even when performance improves.

Japanese pension funds, with the exception of a part of the
Pension Fund Association, do not manage funds directly, and

generally outsource management, including the use of voting
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rights, to a dedicated investment manager. Responsible invest-
ment is handled in the same way, through investment managers
that specialize in ESG investment. There is a tendency for the
role of pension funds, which represent the actual asset owner, to
be emphasized more than is necessary. The use of voting rights,
such as in investment based on ESG evaluation and engage-
ment, is the role of the investment manager (asset manager).
Therefore, the role of the asset owner ultimately depends on the
extent to which it presses the asset manager to fulfill its role. In
other words, asset owners must select an investment manager
that incorporates ESG into the investment process and effec-
tively engages in constructive dialogue with corporations, while
periodically monitoring the investment manager to ensure that

such activities are taking place.
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Investment managers aim to improve the performance of
actively managed funds by incorporating ESG in the invest-
ment process. However, there is currently no clear standard
pertaining to the time frame over which pension fund evalua-
tions should be implemented. Long-term management denotes
the evaluation of corporate value from a long-term perspective,
but does not necessarily mean that a fund will hold onto an
investment in a particular company for a long period of time.
However, the evaluation of investment managers based on
short-term performance may bring about investment behaviors
based solely on purchasing stocks that rise in value. It has there-
fore become necessary to establish evaluation methods that
reflect the new role of capital markets—a fact also applicable to

SSC evaluation.



Although responsible investment by Japanese pension funds
began in 2003 (with KDDI and Shinsei Bank funds), until

recently most have been limited to the settlement of mandates

with responsible investment funds that specialize in Japanese
stocks. In other words, although one style of active management
for responsible investment has been established, it still only
reflects a very small portion of pension fund assets overall.

Consequently, responsible investment balances have not risen.

Meanwhile, Sumitomo Mitsui Trust Bank (SMTB), which
has a wealth of experience in fund management, has been con-
ducting ESG integration in its normal active management (¥2.0
trillion) investment process since 2015 (SMTB also conducts
engagement based on a theme of ESG). More so than the resul-
tant increase of the responsible investment balance under man-
agement, however, the move was significant because it set a
precedent for all analysts and investment managers at active

funds to work toward incorporating ESG.

Figure 1.1.3: ESG Integration at Sumitomo Mitsui Trust Bank, Limited
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In responsible investment markets overseas, a negative
screening-type investment has significantly increased, followed
by integration- and engagement-type investment. When we
take into consideration the Japanese mentality, it is difficult to
imagine that negative screening will increase. Integration-type
investment, however, has a strong aflinity with the fundamen-
tal asset management objective to pursue share value, and has a
high probability of becoming a predominant trend going for-
ward. Moreover, the incorporation of ESG elements in engage-
ment principles established by the SSC is relatively
straightforward, so this is likely to become common practice in
the future. On the other hand, it is difficult to conjecture that
specialized responsible investment funds will diminish. GPIF
also highlighted in its “Key Policies Related to ESG Initiatives,”
that “regarding ESG-aware smart beta and active management,
we will continue to conduct research while taking into consid-
eration past performance and focus on the establishment of a
strong foundation to bolster the earnings that have come to be

expected of us.”
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The subject of whether engagement based on ESG themes
will be incorporated into passive management is controversial.
It has been pointed out that low-income passive management
cannot offset the costs of engagement. In Japan, however, purely
passive houses are scarce, and, in the case of funds that offer
both styles, it can become difficult to distinguish whether
engagement is being implemented in active or passive manage-
ment. Sumitomo Mitsui Trust Bank conducts in-depth engage-
ment activities with investee companies that form part of its
actively managed portfolios. However, it also has a policy of
conducting engagement with companies that do not fall into
this category (companies that are only included in passive funds)

but which are considered to have problems.



(4) ESG or GSE?

Sustainable Investment Forums in every region are going to

significant lengths to urge institutional investors to work toward
the incorporation of responsible investment. Recent circum-
stances have shown that these efforts are coming to fruition.
However, more time is probably going to be necessary in regard
to the incorporation of important sustainability themes such as
global environmental problems. I would like to address this as
my last point.

Of the three elements that comprise ESG, the one that holds
the most significance for corporate value is corporate gover-
nance, including risk management and compliance. In addition,
social issues, in particular themes relating to human resources or
employees who directly support corporate value creation, are
extremely important. As such, these themes represent an area
that ESG research agencies place emphasis on. From a corporate
management perspective, these non-financial matters (intangi-
ble assets) are obviously important. However, as these matters
are difficult to evaluate and have a time lag compared to business
performance, they have not been of high importance in active
management. That being said, there is a possibility that main-
stream investors may establish evaluation methods for these
non-financial matters and prioritize the pursuit of active returns.

Therefore, when listed in order of priority, ESG becomes GSE.

Figure 1.1.4
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Despite its potential to influence the internal performance of
corporations, the UN did not establish PRI simply to encour-
age investors to evaluate non-financial data. Recently, there has
been an international movement to redefine the concept of
sustainable development as “development that fulfills the needs
of the current generation, while protecting the earth’s life sup-
port systems that are and will continue to be relied upon by the
generations of today and tomorrow.” The diagram in Figure
1.1.4 conveys a concept advocated by Australian professor
David Griggs, among others, which mirrors the “six forms of
capital” diagram (Figure 1.1.5) included in the IIRC’
International Integrated Reporting Framework. Natural capital
is synonymous with the earth’s life support systems, including
elements of the environment, and a loss of this would not only
affect corporate activities but also jeopardize the basis for all
human existence.

When we consider things from this perspective, we have to
assert that it is ESG, not GSE, which is most important in the
long term. It will probably be some time before mainstream
institutional investors are ready to adopt this view. However,
with the promulgation of PRI around the world and the SSC

across Japan, the foundations may well have been laid.

Tsukasa Kanai

Figure 1.1.5
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2. Responsible Investment: Initiatives at the Resona
Bank Asset Management Division

(1) Foreword

In May 2008, Resona Bank became a signatory to the UN
Principles for Responsible Investment (PRI), and since then, it
has been earnestly engaged in responsible investment initiatives.
Moreover, in April 2014, the Company announced its approval
of Japan’s Stewardship Code and published its course of action.

To summarize this, we have established a “basic policy for
responsible investment” as part of the “code of conduct per-
taining to asset management activities” and are working hard
to communicate our intentions and spirit as a responsible
institutional investor.

The basic policy is made up of three concrete pillars: the
incorporation of environmental, social, and governance (ESG)
factors in the investment decision-making process; constructive
dialogue with investee companies; and the appropriate use of
voting rights as a trustee.

I would like to use this opportunity to explain the thought
processes behind and significance of these policies.

(i) Incorporation of ESG in the Investment Decision-Making Process

As society increasingly expects corporations to adopt a “from
shareholder to stakeholder” arrangement, the incorporation of
ESG evaluation is gradually coming to represent a standard by
which corporate value and its sustainability can be evaluated
from a multifaceted, long-term perspective. Against this back-
drop, coupled with its history as a long-term institutional inves-
tor, the Company is working to promote ESG integration
initiatives in its stock portfolios. In concrete terms, ESG serves
as a catalyst to improve non-financial factors with the potential
to impact investment performance, or in other words, overall
product quality, in all judgment-based, actively managed
domestic stock funds.

By fixating on the term “ESG,” there can be a tendency for it
to be misunderstood as an extremely specialized investment
method. In evaluating corporations today, however, the analy-
sis of non-financial factors including ESG, as opposed to only
financial aspects and figures relating to performance, is
extremely important. As specific criteria and theories pertain-
ing to the evaluation of ESG are not widely established at this
time, we may conjecture that a diverse range of approaches
toward ESG will begin to present themselves going forward.
This diversity, however, is significant because it is diversity itself
that allows for differentiation.

(ii) Constructive Dialogue with Investee Companies

The Company has two reasons for emphasizing the importance
of dialogue. The first is the rebuilding of relationships of trust
between shareholders and corporations. Although equity invest-

ments serve the function of financial intermediary to provide
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corporations with capital, we cannot expect such investments to

materialize if there is no initial trust between lender and bor-
rower. However, as of late, the stock market’s function as an
“arena for trading” has been strong and, although there have
been concerns that relationships of trust between shareholders
and corporations have weakened, dialogue with corporations is
expected to contribute to the improvement of such circum-
stances. Provisions to improve the environment so as to encour-
age such dialogue are steadily being introduced. These include
approaches such as the February 2014 establishment of Japan’s
Stewardship Code in addition to the June 2015 application of
the Corporate Governance Code as an additional prerequisite to
Tokyo Stock Exchange’s Securities Listing Regulations, the
latter of which represented a notable shift in the function of the
market. Many established corporations are currently finding
that opportunities to procure capital from the stock markets are
scarce, and we can see many examples in which internal reserve
capital and cash flows borne out of corporate business activities
are being used to fund investments in future growth. If we con-
sider this from the perspective of market function, we can see
that the distribution of funds within the corporation itself is
becoming more and more important. To this end, investors
must be willing to engage with corporations in dialogue per-
taining to the appropriation of income in the same way that
they scrutinize the corporations they choose to invest in. This
represents a crucial element of investment management.

(iii) Appropriate Use of Voting Rights as a Trustee

Resona Bank considers the improvement of investee corpora-
tions’ corporate governance policies as one of its responsibilities
as an institutional investor and understands that, through its
investee corporations, it has the potential to significantly impact
the environment and society. Moreover, we understand that,
conversely, environmental and social change may have significant
impact on our investment performance.

When engaging in responsible investment, the Company
places a high level of importance on managing the autonomy
and functionality of its Board of Directors, director compensa-
tion, performance, and risk, both social and environmental.
These elements form the focus of dialogue and, depending on
the circumstances, the Company may also exercise voting rights.
As a precursor to this, however, we make a point of promulgating
the mutual understanding and sharing of information pertaining

to issues that may impact these elements.

The three items described above represent the Company’s main
activities in promoting responsible investment. I would also like
to specifically touch upon the concrete ESG initiatives we incor-
porate into our investment decision-making process, and the
Responsible Investment Committee, which represents our inter-

nal mechanism to support the plan-do-check-act (PDCA) cycle.



(2) Examples of Concrete Initiatives

(i) Incorporation of ESG in the Investment Decision-Making Process
Resona Bank has been pushing forward with responsible invest-
ment initiatives since signing on to the UN Principles for
Responsible Investment in March 2008. The incorporation of
ESG into the investment decision-making process for our active
funds represents a concrete example of such initiatives. In this
way, we are working hard to pursue stable added value over the
medium to long term.

Through its many years of experience in investment manage-
ment, the Company believes that, although ESG information
does not necessarily affect stock prices in the short term, it can
represent a determining factor in stock prices over the medium
to long term. With this in mind, we have used ESG primarily as
an item to assess risk, whereby the pros and cons of investments
and, in turn, investment ratios, are decided based on the assess-
ment of this risk. Moreover, with our adoption of the
Stewardship Code in April 2014, we consider ESG to represent
an important element in the expansion of corporate value
through sustainable growth of sales and profits, and we engage
in various discussions and experiments with the objective of
reflecting the results of these evaluations in the selection and
determination of investee corporations and investment ratios.

The Company manages a number of active funds that employ
multiple strategies. Where ESG information is emphasized and
analyzed, when it is used in the selection of investee companies,
and how it is weighted depends on the concept behind each
strategy. Here I will introduce four typical strategies and give an
overview of how they use ESG information in investment
decision-making.

“Market-oriented” funds consolidate ESG factors to build a
unique evaluation process that is used to improve accuracy in
judging investments and thus expand the funds’ returns. From a
social perspective in particular, this type of fund emphasizes the
analysis and evaluation of a fund’s “ability to consistently gener-
ate shareholder profits through the realization of social utility.”
The Company is working hard to select corporations that,
through their business activities, have the capacity to generate
stable profits as a contribution to the healthy growth of society.

“Social utility” pertains to a synergy between the following
three elements: client satisfaction, the satisfaction of stakehold-
ers other than clients, and a positive impact on society.
Corporations with a high potential to generate social utility are
proficient in activating this three-element loop, and we can
expect them to achieve sustainable growth in tandem with soci-
ety. The Company allocates a larger proportion of investment to
companies with an outstanding ability to create social utility,

and this is reflected in its portfolios.
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As an example of this, I would like to cite the analysis of
Company A, a comprehensive logistics company (Figure 1.2.1).
In the logistics industry there has been a [gradual] movement
toward 3PL (third-party logistics), which endeavors to realize an
efficient logistics strategy by building a logistics system that
involves outsourcing operations to multiple consigners. Through
an efficient logistics system, 3PL is capable of realizing social
returns in every area: client satisfaction, controlling the con-
signer’s distribution expenses; satisfaction of stakeholders,
improving the satisfaction of staff and consumers; and a positive
impact on society, ensuring the mitigation of labor shortages,
among other benefits.

Through M&A, Company A has acquired a diverse knowl-
edge pertaining to workflows across the industry and resources
including workers and logistics facilities; it has gained further
trust from clients by expanding its scope of activities and—
through this synergy—is achieving significant growth. M&A is
therefore a key factor, but it was the “results dialogue” with
Company A to ascertain why so much of this M&A had been
successful that led us to judge that it had high potential to

achieve sustained growth going forward.

Figure 1.2.1: Social Utility Loop—Company A
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The “Japan Select” fund assesses whether a corporation’s
decision-making process is functioning effectively to maintain
and improve its competitiveness, primarily through the analysis
and evaluation of corporate governance. The fund concretely
assesses: the circumstances, the processes, what kind of people
are making decisions, and what kind of decision was made. It
then works to identify the governance structure that each corpo-
ration has used to tackle changing environments in the past, and
how it intends to deal with changes going forward. Through this
process, the fund is able to ascertain an idea of the strengths and

weaknesses pertaining to a corporation’s decision—making and



strategy-building, judge the integrity of its corporate manage-

ment, and reflect the results of such evaluations in portfolio
investment ratios.

Value funds (research [a]) that are in the process of selecting
corporations in which to invest evaluate and analyze potential
investments by first identifying whether management has cor-
rectly interpreted the cause of falling prices, for example, and
then determining whether this underlying cause can be
addressed by planning and executing policies with a high prob-
ability of realization. In this way, governance-focused evalua-
tions, in addition to dialogue with corporations pertaining to
the enhancement of corporate value, represent important tools
in making investment decisions.

Small-cap funds often target small market capital companies
such as newly listed companies and companies where the found-
ing family is a major shareholder. The organizational structures
of such companies are therefore seen as more vulnerable in com-
parison to those of large corporations, as there is a [higher]
possibility that their corporate value may be inadvertently dam-
aged by management decisions forced through by the founding
family. Therefore, the Company advocates the selection of invest-
ees following efforts to implement analysis and evaluations with
a focus on “G” from a risk perspective. These small-cap concen-
trated investment funds, which make concentrated investments
in carefully selected stocks, however, do not stop at governance-
focused risk assessment. Rather, these funds go one step further
to allocate a high proportion of investment to corporations with
trustworthy and exceptional management staff who recognize
that “companies are a public entity of society.”

In this way, the Company is working hard on a daily basis to
refine its investment decision-making processes in order to
pursue stable added value over the medium to long term. We
consider the incorporation of ESG information to be a powerful
solution in this regard and, going forward, will continue to

work toward effective use of such information.

Figure 1.2.2: Overall View of ESG Initiatives at Resona Bank
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(ii) The Role and Activities of the Responsible Investment Committee
The Responsible Investment Committee works to deliberate
whether appropriate actions are being implemented to honor
the Principles for Responsible Investors and the UN’s PRI. This
is achieved by discussing and reporting on the Company’s activi-
ties, and on the statuses of the three concrete initiatives outlined
above, which represent our basic policies pertaining to respon-
sible investment: the incorporation of ESG factors in the invest-
ment decision-making process; constructive dialogue with
investee companies; and the appropriate use of voting rights as
a trustee. It subsequently works toward consistent innovation in
and improvement of these activities.

The Responsible Investment Committee comprises presiding
directors and department/section chiefs from trust asset man-
agement departments and, to offer insight from the perspective
of internal controls management, presiding directors and
department/section chiefs from trust asset management depart-
ments. These members leverage their experience and knowledge
to make proactive, appropriate contributions.

The Responsible Investment Committee was established in
April 2014 and convened 19 times as of September 2015. The
meetings mainly discussed and reported on the three concrete
objectives outlined above.

More specifically, the Committee discusses changes in stan-
dards pertaining to the use of voting rights, deliberates propos-
als for which resolution has been challenging, reports on the
status of incorporation of ESG in the investment decision-
making process for active funds and on the content and results
of dialogue with corporations, and discusses the improvement
of initiatives going forward. Based on the content of these dis-
cussions and opinions pertaining to improvement, the
Committee works to enhance dialogue initiatives and activities,
including the use of voting rights going forward, and functions
to foster a higher level of stewardship responsibility.

As epitomized by the Japanese philosophy of sampo-yoshi,
which emphasizes the notion of “good for the seller, good for
the buyer, and good for society,” corporations and society share
a mutually interdependent relationship.

We may assume that “encouraging the growth of corpora-
tions,” as emphasized by Japan’s Stewardship Code, is achievable
through simultaneous “realization of sustainable growth” by
corporations, investors, and society, coupled with the support of
various stakeholders, in the spirit of mutual prosperity. To real-
ize this vision, institutional investors are expected to embody
the role of stringently controlled “unsung heroes,” and I believe
that Resona Bank, as one of these long-term institutional

investors, should be striving to reflect this.

Minoru Matsubara



THE PERCEPTION OF JAPAN FROM OVERSEAS

| was able to ascertain a glimpse of Japan as observed by those overseas
through a one-year stint in London. As | am Japanese, however, this
perception may well be biased. For example, while attending sympo-
siums such as “Rl Europe” in June and “PRI in Person” in September, |
would often be engaged in conversation about Japan:

“I hear Japan has also introduced a Stewardship Code.”

“Has it had a big influence?”

“Japan seems to be quite passionate about integrated reporting!”

Then, after October 2015, | was also approached with “I hear GPIF
signed on to PRL.” Obviously, my peers were simply aware that | was
Japanese and were deliberately directing the conversation toward the
subject of Japan; to think that everyone was keeping a particularly close
eye on Japan would be a misinterpretation.

That said, it stands to reason that the conversations directed at me
were indicative of an increase in positive signs. If | had been there two
years ago, there would have been no talk of stewardship codes. Even if
we suppose that Japan is not, indeed, the center of attention, such dis-
cussion does seem to suggest that the country warrants closer attention.
But is that enough?

So what kind of country is Japan, anyway? If we consider it in terms of
nominal GDP for 2014, Japan ranks third in the world, at $4.6 trillion,
behind the U.S. at $17.4 trillion and China at $10.4 trillion. In terms of COz,
Japan is responsible for 3.9% of global emissions and is the fifth-largest
producer of CO: emissions in the world after China, the U.S., India, and
Russia. So what about pension assets? Financial media publisher
Pensions & Investments and HR consulting firm Towers Watson publish a
list of the world’s 300 largest pension funds by assets held. The world’s
number one, of course, is GPIF. Ranked second is the Norwegian
Government Pension Fund. In terms of the number of pension funds
listed in the top 300, Japan is ranked at number five. However, if we look
at its ranking in terms of total assets held, Japan is the world’s number
two, with 11.6%, behind the U.S., which is number one with 37.6% (see
Table 1). In terms of responsible investment, however, Japan’s presence
can hardly be thought of as appropriate to this amount of capital.

For example, if we compare countries in terms of the number of PRI
signatories, Japan has nine signatory asset owners and 22 signatory
investment managers, ranking it number 11 and number 13 in each of
these categories, respectively. Japan may hold the top spot in Asia, but in
comparison with the U.S., as well as the U.K,, the Netherlands, Australia,
and other Western nations, its number of signatories is still low (see

Table 1: Top 300 Pension Funds Around the World

Number of funds listed in Proportion of total assets
Country the top 300 (parentheses under management
indicate global ranking) (percentage of overall share)
us. 128 (1) 37.6%
Japan 15 (5) 11.6%
Netherlands 13 (6) 6.9%
Norway 1 5.8%
Canada : 19 (3) 5.6%
UK. 27 () 5.4%
Australia : 16 4) 3.4%
South Korea 3 — 3.0%
Denmark 8 (9 2.2%
Sweden : 7 (10) 21%

Source: Pensions & Investments and Towers Watson (2015), P&T/TW 300 Analysis Year End 2014
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Table 2). Responsible Investor, which publishes net-based news on the

subject, compiles an annual survey of annual reports produced by over
1,000 pension funds and commends the best examples of reporting on
responsible investment at the Rl Reporting Awards. For the last three
years, the awards have been dominated by European institutions in the
Netherlands, France, Sweden, the U.K., and Norway. The awards system
is based on English-language reports, so the fact that Japanese pension
funds are not included speaks for itself. One of the reasons Japan fails to
stand out, then, is its lack of English-language publications, and so there
certainly seems to be a language bias at work here. However, the reasons
may extend beyond that as well. For example, if a Japanese pension fund
were to, theoretically, produce an English-language report, is the pension
fund likely to be commended as an exceptional example of responsible
investment reporting?

Reports that really assert a sense of presence in this field are exempli-
fied by the communication of a special “something,” such as the publica-
tion of a survey on climate change, or conducting engagement pertaining
to supply chain or human rights issues. Japanese PRI signatories are
undoubtedly earnest in their everyday incorporation of ESG in corporate
evaluations; but that is not going to be enough to gain recognition on the
world stage.

| am not trying to say that standing out is more important than anything
else; ultimately, the real “returns” for long-term investors are manifested
by the realization of a sustainable, healthy society. So, what do we need
to do to achieve this? We might say that the answer to this lies in scale-
appropriate contributions that target common returns for the responsible
investment community as a whole. Is that not really what is being
assessed here? When | look at Japan from the perspective of overseas
observers, it is this difference in “execution” that really hits home.

As a result of GPIF becoming a signatory to PRI, Japan has signifi-
cantly bolstered its weight in terms of capital, and the introduction of its
stewardship code has also been recognized. Going forward, Japan may
well be set to assert its presence within the global responsible investment
community. So with these systems in place, where is Japan headed from
here? We can certainly say that the world is waiting with anticipation for
an answer.

Takeshi Mizuguchi

Table 2: PRI Signatories by Country (as of November 9, 2015)

Asset owners Investment managers

‘USs.

U.K. 43 183
Netherlands 37 U.K. 133
Australia 34 France 118
Canada 25 Australia 74
U.S. 24 Switzerland 44
Brazil 17 Netherlands 43
Germany 17 Canada 33
Sweden 16 South Africa 32
France 11 Brazil 29
Finland 11 Germany 28
Japan 9 Sweden 27
New Zealand : 8 Finland 23
Spain 8 Japan 22
Switzerland : 7 i Spain 19

Source: Produced by the author based on information available on the PRI official website

(http://www.unpri.org/)



Trends of Individual Investors

2

1. Investment Trusts

This section mainly covers the trends of SRI investment trusts—
a financial product for individual investors that is geared toward
sustainable investment—over the two-year period from the pub-
lication of the 2013 Review of Socially Responsible Investment in
Japan until the end of September 2015.

(Please see inside cover: JSIF’s SRI Standard regarding the scope

of calculations in this report.)

(1) Current Circumstances Pertaining to SRI Investment
Trusts

Sixteen years have passed since the birth of SRI investment
trusts in 1999. At one point in 2007, the net asset balance of
these trusts expanded to exceed ¥1.0 trillion, but since the
second half of 2011, it has been fluctuating between ¥210.0
billion and ¥260.0 billion. Over the last few years, a relatively
favorable investment environment has continued, and the
number of individual investors with a positive attitude toward
asset management is growing. According to statistics from the
Trust Companies Association of Japan, the net asset balance of
public investment trusts (excluding public bond investment
trusts) was ¥62.425 trillion in September 2013, and as of
September 2015, this had risen 23.5%, to ¥77.0807 trillion.
On the other hand, the net asset balance of SRI investment
trusts fell 11.5%, from ¥244.0 billion to ¥216.0 billion over the
same period.

If we classify SRI investment trusts in terms of investment
scope and evaluation criteria, we can see that, in terms of invest-
ment scope, the proportion of the net asset balance allocated to
domestic stock funds has risen from 42.4% to 54.5% compared
with figures recorded at the end of September 2013, and the
proportion allocated to international stock funds has fallen
from 50.0% to 40.2%.

In terms of evaluation criteria, funds that included the envi-
ronment as one of their evaluation benchmarks represented over

70% of the overall net asset balance at the end of September

Table 2.1.1: SRI Investment Trust Net Asset Balance by Category (at the end of September 2015)

2013. This figure, however, had fallen to 58.6% at the end of
September 2015. In contrast, the proportion of the net asset
balance composed of funds geared toward themes other than
the environment or CSR has grown to exceed 10%. These
themes include womenomics (as discussed below, many new
funds based on this theme have been established over the last
two years), employment, health, and sharia compliance.'

As ever, the international stock fund/environment combina-
tion represents the highest proportion of the net asset balance in
terms of definitive totals. The composition of the balance is,

however, slowly beginning to change.

(2) SRI Investment Trusts: New Trusts and Trusts That
Have Reached Maturity

As reflected by Figure 2.1.2, the number of SRI investment
trusts peaked at the end of June 2010 at 94 before falling into a
trend of decline. This trend later subsided, and at the end of
September 2015 there were 74. To observe this trend in detail,
the bar graph in Figure 2.1.3 shows the number of newly estab-
lished trusts on the positive axis and mature trusts on the nega-
tive axis. For over three years from the first half of 2011, there
was a continuing trend of no new establishment. However, from
the second half of 2014, we can see that newly established trusts

have come to exceed mature trusts.

Figure 2.1.2: Trend in the Number and Net Asset Balance of
SRI Investment Trusts

(¥ Billion) (Number of trusts)
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Source: Produced by the author using JSIF materials
(¥ Million)

Investment scope
Evaluation criteria Domestic Domestic c?)(r)nn;zsll}fd International International Ir;t)er:?;g:):g ! foizl HRPSCS Re(;(?rtehr:ecgn\zialcl)Jfe °
stocks bonds assets stocks bonds assets September 2013)

Environment 41,474 = = 81,326 3,196 536 126,532 58.6% 71.3%
CSR 58,868 = = 3,087 = 5,513 67,468 31.2% 24.3%
Womenomics 12,218 — — — — 1 12,219 5.7% 1.6%
Other 5,183 = = 2,433 = 2,124 9,740 4.5% 2.7%
Total 117,743 0 0 86,846 3,196 8,173 215,958
Proportion 54.5% 0.0% 0.0% 40.2% 1.5% 3.8%
R(z‘;et:]i”;’: d"é’f"gisptember sy | 424% 0.0% 02%  50.0% 2.5% 4.9%

Source: Produced by the author using JSIF materials

" Investee corporations work to abide by Islamic laws and standards by not being involved in, or making an income less than a specified threshold from, the types of businesses that conflict with Islamic

doctrines (which prohibit pork, alcohol, tobacco, weapons, gambling).
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Figure 2.1.3: Trend in the Number of Newly Established and
Mature SRI Investment Trusts

(Number of trusts)
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When we observe trusts in terms of evaluation criteria, we
may note the characteristic that, over the last two years, six out
of 10 newly established SRI investment trusts have been wome-
nomics-focused. The number of these trusts has expanded from
one to seven, and their net asset balance from ¥4.0 billion to
¥12.2 billion. Moreover, these womenomics-focused trusts are
generally based on domestic stock investment, and, although
their influence is still relatively small, they represent one of the
reasons for the expansion in the proportion of the net asset
balance composed of domestic stock.

The advancement of women as a theme is nothing new, but it
does represent one of the policies that the Abe administration is
actively working to promote. The “Japan Revitalization Strategy”
(June 2013), a key policy of Abenomics growth strategy,
emphasizes that “In particular, it is essential for the ‘power of
women'—Japan’s greatest potential which has not been lever-
aged fully to date—to be fully utilized. This is critical from the
standpoint of securing human resources who will support the
new growth sectors amid concerns over the decreasing work-
force population due to the declining birthrate and aging popu-
lation. Promoting women’s participation in the labor force and
in management roles will lead to the creation of new services
and products that will reflect a diverse sense of values more than
ever before, and bring vitality to the entire society.” This
expresses the government’s stance to actively encourage corpora-
tions to expand the employment and appointment of women,
while working toward the advancement of women in general.

Every year since 2013, the Ministry of Economy, Trade and
Industry (MITI), in collaboration with the Tokyo Stock
Exchange, has been selecting and publicizing listed corporations
that have demonstrated exceptional performance in the advance-
ment of women as “Nadeshiko Brands.” Moreover, the Cabinet
Office has been urging listed corporations to include the status
of their initiatives toward the advancement of women in their

corporate governance reports. In addition, under the Act to
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Advance Women’s Success in Their Working Life, which came
into effect in April 2016, corporations that employ over 301
workers are required to publicize the status of such initiatives,
and the Ministry of Health, Labour and Welfare is due to pub-
licize a database comprising a collation of this information.
Also, in June 2014 the “promulgation of health manage-
ment” was added to the Japan Revitalization Strategy, and in
2015, MITI began collaborating with the Tokyo Stock
Exchange to select and publicize “Health Management Brands,”
while working toward the establishment of information disclo-

sure guidance pertaining to health management.

(8) Capital Flows of SRI Investment Trusts

To better understand the finer details of current circumstances
pertaining to SRI investment trusts, we can observe capital
trends. Figure 2.1.4 shows net capital inflow of SRI investment
trusts with repurchase or redemption figures deducted from
sales. We can see that from the first half of 2010 there was a
continuous net decline in capital, but the scale of this continues
to diminish. In the third quarter of 2015 (July—September),
however, there were small, consecutive net increases over a

period of three months.

Figure 2.1.4: Capital Flow of SRI Investment Trusts
(¥ Billion)
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By deducting capital inflow from the increase or decrease in
net assets, we can see how the increase and decrease of the net
asset balance is affected by investments and the payment of
dividends. If we look at these trends (Figure 2.1.5) together with
Figure 2.1.3, we can see that until 2007 capital inflow was con-
sistent with the establishment of funds. However, following the
confusion of the 2008 financial crisis, capital flows have contin-
ued to demonstrate net losses since 2010, regardless of trends
pertaining to new fund establishment or maturity. This net
decline has continued from the second half of 2014, even when
the number of funds began to rise again. Recent years have seen
the investment environment remain relatively favorable, and we

can see an increase in the net asset balance as a result of



investments. However, this increase has been offset by the capi-

tal outflows from repurchases and redemptions and, on the
whole, the total net asset balance has remained stagnant with
little to no increase or decrease. As stated above, capital flows
experienced a net increase in the third quarter of 2015 (July—
September); however, this has been offset by little or no returns
on investment and a decrease in the net asset balance, which we
can attribute to a worsening environment, including rising con-

cerns over the Chinese economy.

Figure 2.1.5: Analysis of Causes for Fluctuation in

the Net Asset Balance
(¥ Billion)
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(4) Conclusion

As outlined above, there has not been significant change in the
net asset balance of SRI investment trusts over the last few years.
Although the pace at which funds reach maturity has slowed,
there have been a few new funds established in the three-year
“blank period” since the first half of 2011. Regarding specific
evaluation criteria, we have begun to see signs of diversification/
dispersion, such as a rising number of funds with a theme of
womenomics. In addition to this “renewal,” there has also been
a gradual dilution of the overemphasis on the “international
stock fund/environment” combination. This is due to the con-
tinuation of a trend over the last two years, first pointed out in
the 2013 report, in which international stock proportions have

decreased as domestic stock proportions have increased.
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If we now shift our focus to the sales side, including securities
companies and other financial institutions, the Financial
Services Agency has, in recent years, adopted a rigid stance
against commission-focused sales by urging securities compa-
nies to change their sales strategies from rapid switch proposals
aimed at a limited number of existing clients to a focus on the
expansion of their assets under custody and client bases. The
“Financial Regulatory Policy 2015,” published in September
2015, outlined a policy of “optimizing fiduciary duty” and, in
particular, clarified its intention to seek improvement from
securities companies, stating that “it has been pointed out that
there is a problem with securities companies pursuing commis-
sion-based profits by churning investment trusts, a management
practice that is counter to client interests.”

According to the July 2015 Financial Monitoring Report, over
60% of securities companies are already placing more impor-
tance on assets under custody and the expansion of their client
bases as performance indicators to evaluate sales of investment
trusts in comparison to previous years.

Such changes in the approach toward the sale of investment
trusts have given rise to a number of trends including an increase
in the sale of wrap accounts (discretionary investment manage-
ment services) and wrap-style investment trusts (a kind of bal-
anced-oriented investment trust). The social aspect of SRI
investment trusts may also elicit interest from those who are not
particularly concerned with investment, with the added incen-
tive that these trusts also allow for medium- to long-term invest-
ment. It will therefore be interesting to see whether SRI
investment trusts, with such high marketability, will be able to

strengthen their presence going forward.

When referring to net assets in this section, apart from specified
instances, non-SRI assets for SRI hybrid investment trusts (investment
trusts that are not wholly based on SRiI, such as those based on 50% SRI
and 50% non-SRl) are excluded.

Moreover, net assets include defined contribution (DC) pension plan
specific funds and ETFs. In addition, for comparison purposes, various
numerical data has been retroactively recalculated, so please note that
some figures do not correspond with those in the 2013 Review of Socially
Responsible Investment in Japan.

Also, various data provided by QUICK Corp. has contributed to the
writing of this section.

Masaru Otake



2. Bonds

(1) The Origins of Impact Investment Bonds

Impact Investment bonds are currently showing signs of expan-
sion both domestically and overseas. The origins of this type of
financial product, which balances investment returns with social
contribution, can be traced back to Vaccine Bonds' issued by
the International Finance Facility for Immunisation (IFFIm) in
overseas capital markets from November 2006.

Of the various Impact Investment bonds that have entered
the markets, the Vaccine Bond remains the one thought to be
the most transparent in terms of how capital is allocated, and
this represents the impetus behind the IFFIm’s establishment as
an organization. The IFFIm was established in 2006 to procure
capital from capital markets to fund the activities of the GAVI
Alliance, an organization that conducts vaccination programs in
over 70 developing countries. Its primary sources of funding are
donations from developed countries, including the United
Kingdom and France, although various governments have been
making annual donations to the IFFIm for several years. Despite
these efforts, many children around the world are still in urgent
need of vaccination. To ensure that these children receive the
necessary treatment without delay, the IFFIm issues bonds to
provide funding for these vaccination programs. All capital
invested in Vaccine Bonds can be utilized by immunization
programs for children around the world; thus, Vaccine Bonds
are thought to have both a high level of transparency and a
significant impact investment. In terms of credibility, with a
financial base made up of donations bearing legal restrictions
from national governments, coupled with financial manage-
ment provided by the World Bank, the IFFIm has obtained
high sovereign ratings from the major rating companies. In
Japan, it gained sovereignty in accordance with the Financial
Instruments and Exchange Act in 2007 and is seen as a bond
with a very high level of credibility. The Vaccine Bond has
attracted widespread attention as a model case for financial
functions in the development sector.

In 2007, the year following the introduction of the Vaccine
Bond, the first environment-themed Impact Investment bond
by an international institution entered the capital markets—the
European Investment Bank (EIB)’s Climate Awareness Bond™.
Although the establishment of the IFFIm represented a positive
development in social contribution, the EIB is an international
institution dedicated to supporting projects that contribute to the
advancement of EU policy objectives, and is therefore involved
in various businesses. From these businesses, it extracts only
future projects that are related to the field of renewable energy
and the improvement of energy efficiency. While maintaining
transparency regarding the flow of capital to environmental ini-

tiatives, the EIB has implemented segregated management of
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capital procurement with the objective of enhancing transpar-

ency to conceive a new kind of Impact Investment bond with a
high level of social contribution and transparency in capital flow
that is not governed by the precepts of its issuing organization.

Another characteristic of this type of bond is that, in addi-
tion to the fact that it is issued with CO: emissions credits,
returns are linked to indices. Also, it is a type of structured
bond that utilizes progressive financial techniques, making it a
financial product distinct from the simple product design of
the Vaccine Bond.

Subsequently, in 2008 the World Bank introduced its envi-
ronment-themed Green Bond’. Capital procured through green
bonds is loaned to the World Bank’s development projects to
reduce greenhouse gas emissions and mitigate global warming—
a prerequisite of green bonds by definition. Moreover, the World
Bank adopts a segregated capital management method similar
to that used by the EIB. These green bonds are supported by the
high credibility of the World Bank and, in addition to having
both a high potential for social contribution and capital flow
transparency, they also comprise a simple product design similar
to that of the Vaccine Bond. The World Bank’s Green Bonds can
therefore be thought of as the precursor to Impact Investment
bonds, which continue to rise in popularity in capital markets
both domestically and overseas.

The segregated capital management method used by the EIB
and the World Bank is known as “ringfencing®.” It represents a
highly transparent capital management method and has recently
been adopted for Impact Investment bonds by a large number

of international institutions.



(2) Expansion of Impact Investment Bonds in Japan

From this point, I would like to explain how Impact Investment
bonds have become so deeply rooted in the Japanese capital
markets. First, let us take a look at markets geared toward

individual investors.

The first Impact Investment bonds available to individual
investors in Japan were South African rand-denominated
Vaccine Bonds, issued by the IFFIm in March 2008. Since then,
the issue and sale of such bonds to individual investors have
continued; total sales for 2014 exceeded ¥1.0 trillion, and the
total sales and issue balance as of September 2015 were ¥1.12
trillion and ¥564.2 billion, respectively (calculated at the
exchange rate when figures were published, excluding the
decline of the balance due to redemption before maturity). In
comparison with figures at the end of September 2013, total
sales rose ¥327.9 billion, and the issue balance rose ¥89.6 bil-
lion; and, even after seven years since they were first introduced,
Impact Investment bonds continue to show a trend toward
growth. In accordance with this increase in total sales, Impact
Investment bonds based on a wide variety of themes have come
to be issued.

One of the most prominent market trends to come into the
fray since the publication of the 2013 Review of Socially
Responsible Investment in Japan is the “Banking on Women
Bond’,” issued by the International Finance Corporation (IFC)
in November 2013. This bond allocates capital to the IFC’s
“Banking on Women Program” in light of the importance of
women’s prosperity in business. The program aims to enhance
financial services geared toward improving access to capital for
women business owners, and it became Japan’s first gender-

themed Impact Investment bond.

Figure 2.2.1: Sales to Individual Investors
(¥ Billion)

1,200
1,000
800
600
400
200

0

Fyzoto [N

Fyeo12 [
Fr2013 [N
Freo14 [
Fr2015 [
Frzo1c [N

Fy2008 |
Fy2000 [l
FY2011

= Total value of bonds amortized Total value of bonds outstanding

Note: Figures for FY2016 reflect sales up to and including September.

Source: Daiwa Securities

28

It has been seven years since the issue of the first Impact
Investment bond in Japan, and new patterns still continue to
emerge. Why is it that this kind of bond has taken root so
deeply in Japanese capital markets? The background behind
this phenomenon lies in three elements: alignment with stake-
holders, simple composition and high interest currencies, and

the promulgation of “best effort” management®.

Let us look at the first element, “alignment with stakeholders,”
from the perspective of investors. When Impact Investment
bonds entered the Japanese capital markets in 2008, individual
awareness of social issues such as environmental problems was
continuing to grow year on year. With the financial crisis, inves-
tors began to reevaluate what represents the very foundation of
investment—where capital is flowing. This led to a fusion
between rising interest in social contribution and Japan’s rich
source of financial assets held by individual investors, making
the establishment of a “social contribution through investment”
model a relatively simple process.

If we now consider the issuer’s perspective, issuance of Impact
Investment bonds has become an opportunity to showcase busi-
ness activities to a wide range of investors. With a high savings
and deposits ratio, Japan’s bond market for individual investors
has been an important source of capital for overseas bond issu-
ers. The successful entry of Vaccine Bonds and green bonds into
this environment therefore drew a high level of interest from
other bond issuers.

Finally, if we consider sales by securities companies, Impact
Investment bonds represent a product that meets the needs of
both issuer (borrower) and investor (lender) and, more specifi-
cally, can also be used as a product to attract new kinds of inves-
tors. Examples of small-scale impact investments, mainly by
young people who are greatly concerned by social issues, can
often be observed now. There is thus a rising expectation for
Impact Investment bonds to act as a new way to encourage the

shift from saving to investment.



Let us now consider the second element: “simple composition

and high interest currencies.” Simplified products are crucial to
attracting a wide range of investors, unlike complicated, risky
products, which cannot be expected to draw in such wide par-
ticipation regardless of to what extent they may emphasize social
utility. Impact Investment bonds tend to be bullet bonds with
fixed rates, a type of bond that individual investors have become
accustomed to, and feature relatively low exposure to default
risks because they are issued by international institutions and
private-sector financial institutions with high ratings, making
them easy to invest in.

We must also consider that sales are predominantly made up
of bonds in high interest currencies. As interest rates in Japan
remain at an all-time low, the potential needs of investors, who
favor high interest rates, are high. If we look at Impact
Investment bonds sold to individual investors to date we can see
that, excluding the Japanese yen, Impact Investment bonds
denominated in the South African rand, the Australian dollar,
the Brazilian real, the New Zealand dollar, and the Turkish lira
accounted for 75% of all bonds sold on a numerical basis and
85% on a monetary basis.

It could be said that these Impact Investment bonds have suc-
ceeded in creating new social value by leveraging the high inter-
est of bonds denominated in foreign currencies while focusing
the use of capital to address specific social issues, and packaging

all of this into a simple product design.

Figure 2.2.2: Impact Investment Bonds by Currency Denomination
(total by volume/monetary value at the end of September 2015)

By number of bonds
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The final element pertains to “the promulgation of ‘best effort’
management.” The aforementioned “ringfencing” capital man-
agement method places a considerable administrative burden
upon bond issuers. As a result, there have been many cases
where ringfencing has become an obstacle to the issuance of
Impact Investment bonds. However, the “Microfinance Bond,”
issued by the IFC in November 2009, adopted a form of capital
management called “best effort” management. This method,
which does not involve segregated management of capital, sig-
nificantly reduces the administrative burden placed on the issu-
ing body. The method therefore came to contribute significantly
to the expansion of Impact Investment bond themes in Japanese
capital markets.

The “best effort” management method has the problem of not
being as transparent in terms of capital flows as ringfencing
from the perspective of investors. To resolve this problem, bond
issuers and securities companies have worked to improve trans-
parency by hosting IR seminars and issuing sales pamphlets
with easy-to-understand examples. As a result of these efforts,
“best effort” capital management has been widely accepted by
individual investors, and as themes have diversified, investor
options have expanded, leading to a virtuous cycle where inves-

tor attention is focused on new themes.

If we look at the issuance and sale of Impact Investment
bonds to institutional investors, we can see that from summer
2010, issuance and sales targeting specific investors, including
regional banks, expanded rapidly. Between 2010 and 2012, 20
different types of bonds, amounting to ¥25.5 billion, were
issued. From 2013, however, things began to quiet down.
Impact Investment bonds in Japanese capital markets have
traditionally been focused on individual investors. It may be
time, however, to change perspectives and to focus on markets

overseas.



(8) The Expansion of Impact Investment Bonds Overseas
Since the introduction of the Vaccine Bond in 2006, and the
Green Bond in 2008, what kind of progress have Impact
Investment bonds achieved in overseas capital markets?

The World Bank’s Green Bond, issued in 2008, was conceived
in part as one aspect of the Scandinavian Pension Fund’s socially
responsible investment initiatives, as the fund hoped to issue a
bond that allocated capital specifically to support the prevention
of global warming’. These types of public-sector institutional
investors tend to favor the transparency offered by capital man-
agement methods such as ringfencing. As such, in overseas capi-
tal markets, bond issuers often fail to see any upside to the
comparatively heavy administrative burden imposed by socially
responsible investment, and the number of bodies that issue
new Impact Investment bonds have thus become limited.
However, as in the model case of the Scandinavian Pension Fund,
a public investor, a gradual broadening of attitudes toward social
responsibility and ESG in bond investments has led to an
increase in the number of investors that incorporate socially
responsible investment into their investment portfolios. As the
benefit of expanding investor bases has been recognized among
bond issuers, the issuance of Impact Investment bonds increased
gradually throughout the period between 2012 and 2013.

The most significant turning point in the overseas capital
markets was probably the publication of the Green Bond
Principles (GBP)® in January 2014. This established the defini-
tion and composition of green bonds (Use of Proceeds / Process
for Project Evaluation and Selection / Management of Proceeds
/ Reporting), and represented the world’s first independent
guideline with the objective of enhancing transparency in the
expanding green bond markets. Administered by the
International Capital Market Association (ICMA), the GBP
were produced with oversight from bond issuers, investors,
underwriting financial institutions, and environmental experts.
Once the GBP had been established, a large number of bond
issuers, including private companies, started to issue Impact
Investment bonds in the context of improving green bond
transparency, and the scale of the market expanded significantly.
If we look at the total sales of green bonds alone, over US$30.0
billion worth were issued in 2014. Moreover, 2014 also her-
alded the issue of the “DBJ Green Bond” by the Development
Bank of Japan, the first green bond by a Japanese bond issuer to

be issued in overseas bond markets.
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Figure 2.2.3: Trend in Issuance of Green Bonds
($ Million)
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With the publication of the GBE, the number of new theme-
based Impact Investment bonds available is increasing. Through
a change in capital flows based on the GBP’s ethos as a whole,
types of high transparency Impact Investment bonds based on
themes other than those of green bonds are also being issued.
For example, the Education, Youth, and Employment (EYE)
Bond’ was issued by the Inter-American Development Bank
(IDB) in September 2014. This bond allocates capital to finance
the EYE Bond Program, which contributes to education, youth
support, and employment support programs in South and
Central America, and in various regions of the Caribbean.

In this way we can see that, although individual investors have
traditionally promulgated the bulk of Impact Investment bonds
in Japanese capital markets, the opposite trend is true for over-
seas capital markets, where institutional investors purchase the
bulk of such bonds. As a result, we can see that, particularly in
recent years, sales of Impact Investment bonds in overseas capi-
tal markets have continued to significantly outpace those in

Japanese Impact Investment bond markets.



(4) Future Outlook

If we consider Japan from an overseas perspective, we can see
that institutional investors are becoming more and more impor-
tant to the further expansion of its Impact Investment bond
markets. As of recently, positive moves toward the realization of
this goal are taking place, particularly at life insurance compa-
nies. Many life insurance companies treat investment in Impact
Investment bonds as a growth investment, and regularly disclose
such initiatives in press releases.

In September 2015, the Japanese Government Pension
Investment Fund (GPIF) became a signatory to the UN
Principles for Responsible Investment (PRI)". The GPIF urges
its afhliated asset management institutions to become signato-
ries to PRI and to inform them of their activities pertaining to
this. If an institution is not a signatory, GPIF expects to be given
an acceptable reason. GPIF’s signing on to PRI therefore has the
potential to further promulgate the concept of ESG among
Japanese institutional investors.

In addition to movement by investors, Japanese bond issuers
are also making gradual progress. In September 2015, the DBJ
issued its Sustainability Bond, which expanded on the scope of
assets included in the DBJ Green Bond, issued in September
2014. At the same time, Sumitomo Mitsui Banking
Corporation issued what was to become the first green bond
by a Japanese bank.

Examples of model cases, from the perspective of both inves-
tors and bond issuers, are gradually beginning to present them-
selves, and the scene is being set to encourage further
acceleration of the trend toward sustainable investment in
Japan’s capital markets. To strengthen this trend, investors,
bond issuers, and securities companies must cooperate with
each other, involving the government where appropriate, to

expand the markets going forward.

Ken Tokuda
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1. Referenced IFFIm’s homepage (hetp://www.iffim.org/)

2. Referenced EIB’s homepage (http://www.eib.org/investor_relations/cab/index.htm)

3. Referenced the World Bank’s homepage (http://www.worldbank.or.jp/debtsecurities/cmd/
htm/WorldBankGreenBonds.html)

4. Ringfencing: by recording capital procured in a separate account from the general account,
this method ensures that capital is used for strictly defined purposes. Needless to say, the
advantage of ringfencing is that the use of invested capital is transparent. However, this may
not be effective for overall capital management if bond issuers have to take the trouble to
manage procured capital in different ways.

5. TFC press release (http://ifcext.ifc.org/TFCExt/pressroom/IFCPressRoom.nst/0/31A3A5FE75
BD940C85257C350074093A20penDocument)

6. “Best Effort” Management entails investment of procured capital in previously specified fields.
These are made clear in sales pamphlets and other materials, but are not legally enforced, and
there are no separate accounts. As there is no need for new operations to manage capital, bonds
can easily be issued.

7. Referenced the World Bank’s homepage (http://www.worldbank.or.jp/debtsecurities/cmd/
pdf/WhatareGreenbonds.pdf)

8. ICMA Green Bonds (http://www.icmagroup.org/Regulatory-Policy-and-Market-Practice/
green-bonds/)

9. IDB EYE Bond Program (http://www.iadb.org/en/idb-nance/investors/eye-bondprogram,
18001.html)

10. GPIF press release (http://www.gpif.go.jp/topics/2015/pdf/0928_signatory_UN_PRI.pdf)
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Shareholder Advocacy

1. “Abenomics” and Corporate Governance

(1) Corporate Governance Reform as One of the Pillars of
the Japan Revitalization Strategy

Since the launch of the “Japan Revitalization Strategy -JAPAN

is BACK-,” in June 2013, which represents the third arrow of
Abenomics’ growth strategy, the Abe Cabinet has issued

revisions to the Strategy every year in June together with
renewed three—five year roadmaps.

The Strategy covers a wide range of areas, but one policy seen
to have delivered concrete results is the Corporate Governance
Reform. The main measures implemented at the end of November
2015 that are significant to this aspect, including pension fund

reform and Ito Review, are summarized in the chart below.

Figure 3.1.1: Main Corporate Governance Measures and Related Activities

Year Government Stock Exchange/Corporation Asset Owner/Asset Manager Other
2012
December
‘ Inauguration of the Abe administration ‘
2013
June
Japan Revitalization Strategy (Cabinet Office)
“Japan is Back”
2014 January
February JPX Nikkei 400 (Tokyo Stock Exchange)
Japan’s Stewardship Code (Financial Services Agency) “ROE, Outside Director”
“To promote sustainable growth of companies March
through investment and dialogue” IS
Manager selection (GPIF) Smart Beta /Index Ma
“Selection of active asset managers with distinctive style” Y
Japan Revival Vision
(Liberal Democratic Party)
August “Two or more independent directors”
Ito Review (Ministry of Economy, Trade and Industry) “Reducing cross-shareholding”
“Constructive Dialogue toward Sustainable October
Growth of Companies” “ROE 8%" Change in Asset Allocation (GPIF)
“25% allocation to Japanese stocks”
2015 February February
March Investor Forum (institutional investors) Application of ROE standards (ISS)
Corporate Governance Code (Financial Services Agency, Tokyo Stock Exchange) “Purposeful dialogue between corporations and “Recommendation to oppose the
“Sustainable Growth of Japanese Companies” and “Medium- to Long-Term investors” and “Open discussion” re-election of top management at com-
Growth of Corporate Value” panies with an ROE average of less than
5% over 5 fiscal years”
May June
Bevised Companies Act goes Corporate Governance Code goes into effect:
into effect Corporations begin to implement disclosure through SCPtcmbcr
a new format for Corporate Governance reports a
(Companies that settle accounts in March required to CIAR [EZmimes & SETERR7 o 7
disclose new reports by December)

Source: Compiled from various reports and articles by author, including websites of the Japanese government, Cabinet Office, Ministry of Finance, and Ministry of Economy, Trade and Industry

(2) Japan’s Stewardship Code and Corporate
Governance Code
Each of the above measures has had a significant impact, but it
was the introduction of the Principles for Responsible
Institutional Investors, i.e., Japans Stewardship Code, and the
Corporate Governance Code that represented the most signifi-
cant cause for change in the relationship corporations have with
shareholders and investors, primarily institutional investors.
The Principles for Responsible Institutional Investors, the so-
called “Japan’s Stewardship Code,” comprise seven principles,
and asset owners, asset managers who invest in Japanese equi-
ties, service providers, and other providers of capital have
become signatories. The principles were established in February
2014, and by the end of November 2015, 201 institutions,
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including overseas institutions, were signed up. Most of the
major asset managers in Japan are signatories. Also, public pen-
sion funds such as the Government Pension Investment Fund
(GPIF), which is the world’s largest holder of assets under man-
agement with over ¥135.0 trillion, as well as life insurance com-
panies and other associated institutions have become signatories.

The scope of the Corporate Governance Code covers listed
companies in Japan and was put into effect on June 1, 2015. It
comprises 5 general principles, 30 principles, and 38 supple-
mentary principles, for a total of 73 principles. All companies
listed on the First and Second sections of the Tokyo Stock
Exchange have a duty to comply, or otherwise explain their
inability to comply with all of these principles, and those com-

panies listed on JASDAQ and Mothers are only required to



comply with the five key principles. The format of corporate

governance reports has changed in line with the introduction of
the Code, and, from June 2016, corporations are required to
provide reports in the new format within six months from the
end of their annual general meetings of shareholders. At the end
of November 2015, a total of 1,089 companies—approximately
30% of listed companies—have been submitting reports in the
new format.

We must bear in mind, however, that the two codes are not
legally binding. Both propose principles (or “best practices”)
and introduce the U.K.-style “comply or explain” framework
(when it is not possible to comply, corporations must explain
the reasons why). Until now, most Japanese corporations have
operated on a rules-based system where regulations are decided
and subsequently complied with. Consequently, when suddenly
asked to provide explanations as to why, for example, it does not
have more than one outside director, a company may not find
this to be a necessarily simple task. And as the new system has
been put in place fairly recently, there are many corporations
that are simply not used to it yet.

“Engagement” is the word that links the two codes together.
Japan’s Stewardship Code defines “engagement” as “construc-
tive, purposeful dialogue.” This implies not only simple com-
munication, but also dialogue to urge improvements and
changes to a corporation’s activities and structure. The word
“engagement” was first used in the context of corporate gover-
nance by institutional investors in the U.K.; however, the word
has come to be commonly used by investors in the U.S., Europe,
and Asia. Corporate governance to date, both domestically and
overseas, has focused on compliance related to corporate cor-
ruption (legal compliance), and functions to monitor compli-
ance through outside directors, and remuneration for directors
and corporate auditors. Corporate governance in the context of
Abenomics policy, however, is focused on the enhancement of
corporate value; the Code itself includes the following in its
preface: “It is important that companies operate with full recog-
nition of the responsibilities they have to a wide range of stake-
holders, starting with the fiduciary responsibilicy that
shareholders have entrusted them with. In addition to the ful-
fillment of companies’ accountability in relation to these kinds
of responsibilities, the Code aims for ‘growth-oriented gover-
nance’ by promoting timely and decisive decision-making on
the condition that transparency and fairness is guaranteed in
that decision-making. The Code does not place excessive
emphasis on avoiding and limiting risk or the prevention of
corporate scandals. Rather, its primary purpose is to stimulate
healthy corporate entrepreneurship, support sustainable corpo-
rate growth, and increase corporate value over the medium to

long term.”
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2. ESG Shareholder Proposals in Japan
Alongside the widespread adoption of PRI and corporate

governance reform as well as other measures, engagement
continues to root itself deeper as an important approach by
institutional investors, and collective engagement continues to
proliferate between multiple investors in Europe and the U.S.
Engagement has also garnered attention in Japan, as we can see
from the examples of the Ito Review and the introduction of the
two aforementioned codes. Proxy voting by institutional
investors also garners public attention. However, when it comes
to actual investor/corporation engagement, although many
corporations have been publishing information in reports and
on websites, public arenas allowing for face-to-face dialogue
remain very few, and efforts to connect with society are
predominantly made up of reports and shareholder proposals.
As described in previous editions of this white paper, for
many years in Japan, anti-nuclear groups have submitted
shareholder proposals to electric power companies. These kinds
of shareholder proposals are generally submitted by groups of
individual shareholders that hold relatively very few shares, but
who have secured the voting rights to satisfy the minimum
threshold to make sharcholder proposals. In recent years,
by shareholders

autonomously, institutional investors, and major shareholders

however, proposals individual acting
(individuals, investment companies, and municipal bodies)
have become increasingly more common. Many of these aim to
increase involvement in company management through
demands to elect outside directors/outside corporate auditors
and enhance managerial transparency.

As items requiring resolution at general shareholders’ meetings
are determined by the Companies Act, shareholder proposals
frequently endeavor to change a company’s articles of incorpo-
ration. For a changed resolution to be passed, at least two-thirds
of the shareholders present, including those who submitted
votes in advance, are required to vote in agreement. In the U.S.,
there are many cases where shareholder proposals are non-
binding, meaning that even if a proposal is backed by a majority,
it can still be overridden by a rejection from the board of direc-
tors. It must be noted that in Japan, however, all resolutions at

general shareholders’ meetings are legally binding.



Submission of shareholder proposals at general shareholders’ meetings between July 2014 and June 2015 (at both regular and

special meetings) are summarized in the table below.

Table 3.1.2: Shareholder Proposals from July 2014 to June 2015

Securities Month/Year of

Company Name Code Market Section General Meeting Proposal

TOWNNEWS-SHA CO., LTD. 2481  JASDAQ Sept. 2014 1: Dividends of surplus, 2: Repurchase of treasury stock

INTELLIGENT WAVE Inc. 4847  JASDAQ Sept. 2014 1: Repurchase of treasury stock

MIYAIRI VALVE MFG Co., Ltd. 6495 Tokyo  2nd Sept. 2014* ; B:zﬁ:zzg: g; Zic;;pc?gf:)’azf’gggz)ihfr;‘g\rffgf"girr"eecqgfzfs;’°rp°rate auditor(s),
Total of 10 proposals including partial amendments to the Articles of

Tsunoda Co., Ltd. 7308 Nagoya 2nd Sept. 2014 Incorporation and election and dismissal of director(s) and corporate
auditor(s)

MEDINET CO., LTD. 2370 Tokyo Mothers Oct. 2014* 1: Dismissal of 2 directors, 2: Appointment of 6 directors

PRAP Japan, Inc. 2449  JASDAQ Nov. 2014 1: Appointment of director(s)

USEN CORPORATION 4842  JASDAQ Nov. 2014 Partial amendments to the Articles of Incorporation: 4 items

Mandarake Inc. 2652 Tokyo Mothers Dec. 2014 1: Appropriation of surplus, 2: Repurchase of treasury stock

hie ASDAQ  Dec.oote | Demordredos 2 onariertof shectes o oot

Kyodo Public Relations Co., Ltd. 2436 JASDAQ Mar. 2015 Appointment of 5 directors

Japan Tobacco Inc. 2914  Tokyo 1st Mar. 2015 1: Dividends of surplus, 2: Repurchase of treasury stock

Seiwa Chuo Holdings Corp 7531  JASDAQ Mar. 2015 Appointment of 2 directors

Otsuka Kagu Ltd. 8186 JASDAQ Mar. 2015 1: Appointment of 10 directors, 2: Appointment of 2 corporate auditors

Tri-Stage Inc. 2178 Tokyo Mothers May 2015 ; Qgg?(i)r;trin’;:r;tn o;fdsi‘[ﬁ(;tlzg(s), 2: Abolition of takeover defense measures,

WAKITA Corporation 8125 Tokyo 1st May 2015 Dividends of surplus

fonfun corporation 2323 JASDAQ June 2015 Appointment of 6 directors

Pro-Ship Incorporated 3763 JASDAQ June 2015 Appropriation of surplus

QOji Holdings Corporation 3861 Tokyo 1st June 2015 Partial amendments to the Articles of Incorporation

FUJI MEDIA HOLDINGS, Inc. 4676 Tokyo 1st June 2015 Total of 9 proposals including partial amendments to the Articles of

Incorporation and election of directors
JFE Holdings, Inc. 5411  Tokyo 1st June 2015 Dismissal of director(s)

1: Appointment of 2 directors, 2-3: Partial amendments to the Articles of
Incorporation

MITSUI MINING & 1: Dismissal of CEO, 2: Appropriation of surplus,
SMELTING CO., LTD. 5706 Tokyo Tst June 2015 3: Repurchase and retirement of treasury stock

1: Repurchase of treasury stock, 2: Appointment of 2 directors, 3-4: Partial

HOKUETSU METAL Co., Ltd. 5446  Tokyo 2nd June 2015

OSAKI ENGINEERING CO., LTD. 6259 JASDAQ June 2015 . .
amendments to the Articles of Incorporation
KANEMATSU ENGINEERING 6402 Tokyo ond June 2015 1: Elect|onl of 1 outside director, 2-3: Partial amendments to the Articles of
CO., LTD. Incorporation
Toshiba Corporation 6502 Tokyo 1st June 2015 Partial amendments to the Articles of Incorporation: 7 items
Japan Digital Laboratory Co., Ltd. 6935 Tokyo 1st June 2015 Appropriation of surplus
KAWASUMI LABORATORIES, INC. 7703  Tokyo 2nd June 2015 Repurchase of treasury stock
HOYA CORPORATION 7741 Tokyo 1st June 2015 1: Dismissal of 6 directors, 2: Appointment of director(s), 3—18: Partial

amendments to the Articles of Incorporation

DAINIHON WOOD-PRESERVING

co., LTD. 7907 Nagoya 2nd June 2015 Appropriation of surplus

1-6, 9: Partial amendments to the Articles of Incorporation,
7: Dismissal of outside director(s), 8: Repurchase of treasury stock

Mitsubishi UFJ Financial Group, Inc. 8306 Tokyo 1st June 2015 Partial Amendments to the Articles of Incorporation: 2 items

1: Partial amendments to the Articles of Incorporation,
2: Dismissal of 5 directors, 3: Election of 1 corporate auditor

Mizuho Financial Group, Inc. 8411  Tokyo 1st June 2015 1-10: Partial amendments to the Articles of Incorporation
1: Appropriation of surplus, 2: Partial amendments to the Articles of

Mitsui & Co., Ltd. 8031  Tokyo 1st June 2015

Shikoku Bank, Ltd. 8387 Tokyo 1st June 2015

Seibu Holdings Inc. 9024 Tokyo Tst June 2015 Incorporation, 3: Appointment of director(s)

Tokyo Electric Power Company, Inc. 9501 Tokyo 1st June 2015 1-15: Partial amendments to the Articles of Incorporation
Chubu Electric Power, Incorporated 9502 Tokyo 1st June 2015 1-8: Partial amendments to the Articles of Incorporation
Kansai Electric Power Company, Inc. 9503  Tokyo 1st June 2015 ;?g}sar;izs:;zlf'ti;lr:cr:?s:zg)ments to the Articles of Incorporation,
The Chugoku Electric Power Company, Inc. 9504  Tokyo 1st June 2015 1-5: Partial amendments to the Articles of Incorporation
Hokuriku Electric Power Company, Inc. 9505 Tokyo 1st June 2015 1-8: Partial amendments to the Articles of Incorporation
Tohoku Electric Power, Incorporated 9506 Tokyo 1st June 2015 1-4: Partial amendments to the Articles of Incorporation
Shikoku Electric Power Company, Inc. 9507  Tokyo 1st June 2015 ;T%:i\is:ﬂ::fesnﬁgigts fo the Articles of Incorporation,
Kyushu Electric Power, Incorporated 9508 Tokyo 1st June 2015 1-7: Partial amendments to the Articles of Incorporation
Hokkaido Electric Power Company, Inc. 9509 Tokyo 1st June 2015 1-6: Partial amendments to the Articles of Incorporation
CHARLE CO., LTD. 9885 Tokyo 2nd June 2015 Appropriation of surplus

Note: Shaded areas represent examples of where shareholder proposals have been approved.
* Special meetings

Source: Produced by the author using Shojihomu: document edition, various reports, and published documents

34



3. Changes in Japanese Institutional Investors’ Attitude
toward ESG—A Recent Trend at General
Shareholders’ Meetings

Japanese institutional investors' attitude toward ESG has

changed steadily since publication of the last report. The number

of PRI signatories when the last review was published stood at

28 institutions. Since then, a further 13 institutions have

become signatories, and subtracting three institutions that have

withdrawn themselves, the total number of signatories has
expanded to 38. Moreover, with GPIF’s signing on to the

Principles in September 2015, the number of signatory institu-

tions in Japan looks set to rise further.

Table 3.1.3: Japanese PRI Signatories
(as of December 1, 2015)

Asset Owners (pension funds, insurance, etc.): 9 (5 new, 1 withdrawal)

MS&AD Insurance Group Holdings
Dai-ichi Life Insurance

Government Pension Investment Fund
Kikkoman Corporation Pension Scheme
SECOM Pension Fund

Sompo Japan Nipponkoa Insurance

Sophia University
Taiyo Life Insurance Company

Tokio Marine & Nichido Fire Insurance

Asset Management Institutions (trust banks, investment trusts, investment consultants, etc.):
22 (5 new, 1 withdrawal)

ACA Innovative Investment Management
At-Capitat

Asahi Life Asset Management

Chuo Mitsui Asset Trust and Banking
Daiwa SB Investments

Daiwa Securities Trust and Banking

DIAM Asset Management

HC Asset Management

J-Star

Misaki Capital

Mitsubishi Corp. - UBS Realty

Mitsubishi UFJ Trust and Banking Corporation
Mizuho Trust & Banking

MU Investments

Nikko Asset Management
Nissay Asset Management
Nomura Asset Management

Resona Trust & Banking

Sompo Japan Nipponkoa Asset Management
Sumitomo Mitsui Asset Management
Sumitomo Mitsui Trust Bank

T&D Asset Management

Tokio Marine Asset Management
Tokio Marine Capital
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Service Providers: 7 (3 new, 1 withdrawal)

Ark Alternative Advisors

CSR Design Green Investment Advisory
Edge International

GoodBankers

Integrex

Neural
QUICK
Tsunagiba

Note: Figures in parentheses represent movement since publication of the last report.
Shaded areas represent new signatories. Strikethrough represents institutions that have
withdrawn from PRI.

Source: Produced by the author from information available on the PRI website

Accompanying this movement, Japanese institutional inves-
tors are gradually becoming stricter in exercising voting rights
and most of their proxy voting guidelines are approaching
global standards. Ten or more years ago, Japanese institutional
investors supported all management proposals, but now it is
considered reasonable to oppose company proposals and sup-
port shareholder proposals instead. In 2011, for example,
Nomura Asset Management changed its policy by expressing
opposition to takeover defense measures in principle.
Institutional investors are also increasingly pursuing engage-
ment with companies, mainly in the corporate governance field.
Almost none of the activities described above are taking place
publicly, but there is lively discussion on issues related to the
independence and skills of outside directors and outside corpo-
rate auditors, board diversity, and the status of director compen-
sation and retirement benefits. Through this discussion,
corporations are increasingly selecting outside directors with a
high level of autonomy, introducing performance-based direc-
tor compensation, and abolishing retirement benefits systems.
Moreover, engagement by institutional investors continues to

urge corporations to enhance their corporate governance.

Akemi Yamasaki
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Sustainable Finance

1. Principles for Financial Action

(1) Principles for Financial Action for the 21st Century
Initiatives geared toward the realization of a sustainable society
through financial markets are implemented within the parame-
ters of numerous international frameworks established since the
1990s, the
Programme Finance Initiative (UNEP FI), Principles for

and include United Nations Environment
Responsible Investment (PRI), Principles for Sustainable
Insurance (PSI), and the Equator Principles for Project Finance.
Japan’s version for these activities is represented by the Principles
for Financial Action towards a Sustainable Society (Principles
for Financial Action for the 21st Century). The Principles were
drawn up by a Drafting Committee and established in October
2011. Four years later, in September 2015, signatory institu-
tions had expanded to 194 and extended across a wide sphere,
from major banks, securities companies, and insurance compa-
nies, to regional and trust banks all over the country. We can
therefore say that, at least on paper, a foundation has been estab-
lished to promulgate ESG-considerate investment and financ-
ing, which straddles the borders between industrial sectors. So
what can we say specifically about the content of these activities?
This article will report on performance between October 2013
and September 2015, and represents a continuation of the
activities introduced in the last issue.

First, let us take a look at the principles:

1. Recognize our roles and responsibilities, taking into account a
precautionary approach, and promote those actions that contribute
towards shaping a sustainable society

. Contribute to the formation of a sustainable global society through
the development and provision of financial products and services

. Assist the environmental programs of small and medium-sized
enterprises from the perspective of regional development

. Cooperate with diverse stakeholders

. Take active steps toward reducing our own environmental footprint
and encourage suppliers to do likewise

. Disclose information on our activities

. Raise awareness of environmental and societal issues with our
own board
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The principles are made up of the seven preceding precepts
defined. A general theme of addressing social issues and aspiring
toward value creation through financial services, which repre-
sent the main activities of signatory institutions, is prominent
throughout. At the same time, the principles reflect a strong
awareness of contemporary themes such as precautionary
approaches, business opportunities and risk, regional develop-
ment, and cooperation with multiple stakeholders. The princi-
ples allow a diverse range of financial institutions to forge
commitments in accordance with their individual circum-
stances, regardless of their sphere of activities or how much
progress they have made in ESG investment and financing

activities.

(2) Current Activities
The Principles encourage signatory institutions to engage in
activities that deal specifically with the themes described, and
three guidelines have been established to correspond specifically
to the kinds of activities that an institution may be involved in.
Accordingly, a series of working groups (WGs) has also been set
up to address each guideline. In addition to the three activity-
specific WGs, two more have also been established to deal with
crossover themes, and activities are mainly conducted through
these five WGs.

Table 4.1.1 shows the activities conducted by each WG since
the second half of fiscal 2013, ended March 2014.



Table 4.1.1: Activities at Each Working Group (WG): FY2013-First Half of FY2015

WG Name Fiscal Year* Date Main Theme
2013 1: 2013/7/8 Integrated Reporting
2:2014/1/17 Attractive ESG Investment Products to Individual Investors
Asset Management/ 1: 2014/6/9 Free Discussion Pertaining to Future Direction
Securities/Investment 2014  2:2014/9/11 Response to Japan’s Stewardship Code
Banking 3: 2015/1/11 Corporate Value Dialogue and CSV
2015 1: 2015/9/17 Response to Corporate Governance Code
2:2015/12/7 Engagement
2013 1: 2013/10/25 Lecture by World-Leading Insurance Intermediary Service Corporation Willis Group
2:2014/2/19 Lecture by AXA Life Insurance and NLI Research Institute
Insurance 2014 1: 2014/11/18 Resilience and Finance
2:2015/1/26 The Role of Finance in Dealing with a Declining Birthrate and Health Problems
2015 1:2015/10/17 Dementia Symposium (collaboration with Community Support WG)
1: 2013/8/26 Env?ronmentally Friend_ly Real Estate and Reduction of Energy Use (collaboration with
Environmentally Sustainable Property WG)
2013 2:2013/10/15 Regional Renewable Energy and Finance Initiatives (in Nagano) with Hachijuni Bank
3:2013/11/6 Regional Renewable Energy and Finance Initiatives (in Kagoshima) with Kagoshima Bank
Dessaileanilensig 4:2014/1/26 Regional Renewable Energy and Finance Initiatives (in Shiga) with Shiga Bank
1: 2014/10/16 Regional Renewable Energy and Finance Initiatives (in Toyama) with Hokuriku Bank
2:2014/11/14 Regional Renewable Energy and Finance Initiatives (in Mie) with Hyakugo Bank
2014 3 2014/12/16 The.Equator Principles and Evaluation of Environmental and Social Risk: Finance and
Regional Growth
4: 2015/2/6 Regional Renewable Energy and Finance Initiatives (in Okayama) with Chugoku Bank
1: 2013/8/26 Respolnsible Property Investment (RPI) and Regional Innovation (collaboration with
2013 Deposit/Loan/Leasing WG)
. 2:2014/2/3 Public Facility Management and Infrastructure Investments
Environmentally B A : s -
Sustainable Property 1: 2014/12/3 Flniance ar?d the Environmental Impact Asse.ssmerlt .Of Existing Prc.)pertlles :
2014 . Aging Society and the Management of Public Facilities (collaboration with Community
2:2015/2/27
Support WG)
2015 1:2015/10/1 Compact Cities
. Declining Birthrate and Aging Population in Japan: Present State and Challenges
1 el Going Forward
2013 2: 2013/12/6 Reo_rganization of Housing and Medical Care Policies in Building a Comprehensive
Regional Healthcare System
3:2014/1/31 Reforms to Social Security and Care Going Forward
4: 2014/2/21 Review of Past Activities and Discussion Pertaining to Activites for Following Fiscal Year
Community Support 1: 2014/6/23 Comprehensive Regional Healthcare and Regional Financial Institutions
2:2014/9/25 On-site Observation: Comprehensive Regional Healthcare (Satte City)
2014  3:2014/10/31 The Problem of Care in a Rapidly Aging Society
. Aging Society and the Management of Public Facilities (collaboration with Environmentally
4: 2015/2/27 .
Sustainable Property WG)
2015 1: 2015/9/1 “Town Guardian” System
2:2015/10/17 Dementia Symposium (collaboration with Insurance WG)

* Fiscal year is from April to March of the following year

Source: Produced using data available at MOE “Principles for Financial Action for the 21st Century” https://www.env.go.jp/policy/keiei_portal/kinyu/gensoku.html

As many activities are planned during the first half of the fiscal
year, April to September, and implemented in the second half,
October to March, it is only possible to reflect a small propor-
tion of the activities that took place recently in fiscal 2015,
ended March 2016. However, just by looking at the difference
between fiscal 2013 and fiscal 2014, we can see that the range of
activities implemented has broadened and that WGs have
become more active.

Most notable is the Asset Management/Securities/Investment
Banking WG becoming active and gaining extensive participa-
tion. This is in part due to the systematic influence resulting from
the introduction of Japan’s Stewardship Code and its Corporate
Governance Code, with timely opportunities to share informa-

tion pertaining to Japan’s direct financing today, against a

backdrop of a changing environment where interest in ESG
investment has accelerated rapidly. This represents a good example
of how the Principles have been carefully adapted to address
change from generation to generation and to function as a trigger.

Moreover, as environmental risk, including climate change,
exerts a direct influence on business activities, the Insurance
WG, which has always been sensitive to issues regarding ESG,
has begun to leverage its expertise in the area to diversify the
themes it deals with to include resilience and an aging society,
among others, thereby expanding the scope of the Principles. At
the same time, this WG also represents institutional investors,
and going forward, we expect it to expand its collaborative

activities with the Asset Management/Securities/Investment

Banking WG, centering on life insurance.
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The Deposit/Loan/Leasing WG, which has the largest number

of Principle signatory institutions, is working to encourage a
large number of signatory institutions to participate. Also,
rather than broadening the themes it deals with, it deepens spe-
cific themes to promote them in regions where they bear signifi-
cance. More specifically, with the introduction of the Feed-In
Tariff Scheme for Renewable Energy, it has been actively
engaged in holding regional workshops with the support of
local banks representing each region on the theme of renewable
energy project finance, which has also garnered significant
attention in the world of regional financing. By focusing on
themes that are directly applicable to financing operations, this
WG is working to encourage participation from signatory insti-
tutions to which ESG is an unfamiliar, abstract concept. With
the support of the hosts shown in Table 4.1.1, each workshop
addresses the unique features of a particular region, and with
their efforts they have proven to be a great success. Meanwhile,
the Tokyo session functions as a platform for the finance world
by hosting discussions on dealing with globalization and other
themes applicable to a wide range of business categories. These
have included an introduction to the Equator Principles by
business managers from three megabanks, and lectures on a
company’s social value through leasing operations by a major
leasing company.

the

Environmentally Sustainable Property and Community Support

Along with such operation-specific  discussions,
WGs have ushered in wide participation from signatories
engaged in a broad range of business categories. The
Environmentally Sustainable Property WG has continued to
broaden discussion on new fields related to ESG financing, such
as the evaluation of green building, as well as infrastructure
renewal and public facility management. Meanwhile, the
Community Support WG has been working to shed light on
social problems that have resulted from a super-aging society
and to offer opportunities to consider the position of financing
from the perspective of both opportunity and risk.

In addition to this activation of group-specific activities, the
overall function of the Principles was reinforced in fiscal 2014.
To be more specific, a significant progression was evident in
terms of incentives to encourage signatories to report on their
activities; for instance, establishment of a logo for wider recog-
nition of activities requested by a good number of signatories
and the introduction of the Environment Minister’s Award, in
addition to the Good Practice Award, which is awarded based
on the number of votes received from fellow signatory institu-
tions. The first highly coveted Environment Minister’s Award
was given to Daishi Bank, for its Carbon Offset through Green
ATMs initiative. Furthermore, closer cooperation with the
UNEDP FI has also been cited as an objective, and, at the general
meeting in March 2015, Ligia Noronha, the Director of UNEP’s
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Division of Technology, Industry and Economics (DTIE) deliv-
ered the keynote speech.

(8) Future Outlook

Following these developments, the Principles have continued to
see solid improvements, particularly with regard to the activities
of WGs. At the same time, functional enhancement initiatives
and changes in external environments pertaining to ESG invest-
ment have also been influential, and momentum is continuing
to build. If we consider the present as a period of “breathing
substance” into the Principles, then we can see that progress is,
in general, coming along smoothly. Our next challenge is to
maintain the stability of current trends and work to elicit the
autonomous expansion of activities going forward.

The most important issue lies with the composition of frame-
works. Although frameworks reflect initiatives that are imple-
mented by financial institutions, we must also remember that
there is a process for the establishment of such frameworks. To
date, this process has relied on generous support including the
provision of administrative functions by the Ministry of the
Environment. Going forward, there are a number of issues that
need to be tackled to elicit the shift toward independent imple-
mentation of activities by financial institutions. Signatories are
going to have to engage in in-depth discussions. When that hap-
pens, there may well be some interesting patterns that emerge,
such as differences in the degrees of enthusiasm between each
institution. Moreover, with the passage of time since an institu-
tion becomes a signatory and changes in the persons responsible
for compliance with the principles due to reshuffling of person-
nel, effort will continue to be necessary in discussing and reaf-
firming the significance and value of participation as a signatory

of the principles.

Keisuke Takegahara



2. Community Investment and Crowdfunding
(1) Overview of Community Investment in Japan
Community Investment Activities in Japan

Community investment can be defined as “investment activities
with the goal of contributing to local communities.” It makes
up a division of sustainable finance and a division of tradition-
ally classified SRI. More recently, it is also recognized as a divi-
sion of social investment.

Although Japan’s community investment activities showed
signs of activity for some time, we had to wait until the 2000s to
see some real progress. However, while the scale of this sector is
currently limited, activities among NPO banks, micro-invest-
ment funds,' microfinance institutions (MFIs), and other orga-
nizations have become more vigorous, making it possible to
grasp a general idea of overall trends.

In this chapter, we will look at community investment in
Japan, describing its current state and the course of its develop-
ment, with a focus on the trends that have appeared since the
publication of the 2013 Review of Socially Responsible Investment
in Japan. This update will reference, in particular, initatives
related to reconstruction following the Great East Japan
Earthquake.

Moreover, this section aims to compare trends in Japan with
those seen in Europe and the United States. In the same way as
for the 2011 and 2013 Reviews, the main focus of this chapter
is alternative initiatives in which the main entities behind com-
munity investment are citizens (citizen-financed initiatives).
The scope therefore excludes the initiatives of governments and
traditional financial institutions (microfinance bond initiatives
recently implemented by securities companies, etc.). This sec-
tion also excludes certain types of investment and financing that
are classified as citizen financing but cannot be easily interpreted
as investments and loans (mutual aid, local currency, etc.).
Moreover, although it comprises elements that are difficult to
term “investments,” we will also examine recent trends in
crowdfunding, which is continuing to take hold as a form of

Internet-based capital procurement.

(2) Current Conditions Pertaining to Different Areas of
Community Investment

NPO Banks

NPO banks are “non-profit financial institutions established by
citizens, using funds that originate from citizens, which finance
social needs including citizen entrepreneurs.” As of December 1,
2015, the number of NPO banks in Japan stood at 25, 14
of these mainly provide funding for social enterprises (see
Table 4.2.1), and 11 mainly provide funding to individuals in
financial need’. As of the end of March 2015, the total financing
provided to individuals in need and by the 14 NPO banks
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that mainly provide funding for social enterprises had risen to
¥3.2 billion.
Although there have not been any new NPO banks estab-

lished to fund social enterprises since the publication of the last
Review, the Community Youth Bank Momo (Momo) did win
the Third Nikkei Social Initiative Award for the domestic cate-
gory, which is worthy of mention. In fiscal 2013, Momo also
collaborated with Tono Shinkin Bank (Gifu Prefecture) and
Seto Shinkin Bank (Aichi Prefecture) to carry out the Shinkin
Pro bono Project. In addition, Momo coordinates other activi-
ties through financial institutions to promote financing for
social enterprises, including “Social Business Aichi,” which was
implemented with cooperation from financial institutions
within Aichi Prefecture and Japanese governmental financial
institutions.

To cite other characteristic initiatives, from 2015 onward, the
Mirai Bank has been working to elicit innovative business
operations by holding regular public “strategy meetings.” Tokyo
Community Power Bank also commenced its “100% Tomodachi
Financing Group” initiative, which aims to form direct links
between investors and financing operations.

Concerning NPO banks that provide financing for individu-
als in need, the Seikatsu Club Co-op, Chiba established and
commenced lending activities at the “Seikatsu Club Life and
Household Budget Consultation Office,” following on from
similar activities implemented by Miyagi Co-op.” Moreover,
from 2015, the National Women’s Shelter Net began to register
moneylenders and commenced financing activities to support
the independence of women affected by domestic violence.

In April 2015, businesses that support individuals in financial
need, which work to integrate houschold budget consultation
and finance and originate from trust co-ops in Iwate Prefecture,
etc., were formally defined as “household budget consultation
and support businesses.” However, as these businesses are run

voluntarily, they have not yet demonstrated sufficient growth.

1. In this report, citizens funds that provide assistance, contributions, intermediations, etc., are
referred to as “citizen community foundations.” Citizens funds that invest in businesses are
referred to as “micro-investment funds.”

2. Trust Co-operatives (Iwate Prefecture, etc.), Life Support Foundation (Tokyo), lifestyle reha-
bilitation services by Green Co-op (Fukuoka, Kumamoto, Oita, Yamaguchi, and Nagasaki
prefectures), Miyagi Co-op, anti-poverty cooperation networks, lending activities by National
‘Women’s Shelter Net.

3. Seikatsu Club Co-op, Chiba News Release: http://chiba.seikatsuclub.coop/news/2015/04/
post-215.html



Table 4.2.1: Current State of NPO Banks (for social enterprise funding)

(Thousands of yen)

Subscribed Total loans Loans
Established : Type of financing capital provided outstanding Financing program Remarks
- ) ! Interest: 2.0%
HE t | welf; §
Mirai Bank 1994 | _T,V 'ronmf" gE I ¥149146 | ¥1,100,014 ¥53,747 | Max. ¥3.0 million -
citizen entrepreneurs  Max. term 5 years
Wi , d Giti , Investment groups residing in Interest: 1.8%-5.0%
omen's and titizens 1998  : Kanagawa Prefecture, private ¥114,780 ¥588,365 ¥66,297  Max. ¥10.0 million -
Community Bank g :
 (limited targets) i Max. term 5 years
i i i Interest: 2.0%-5.0% i
Hokkaido NPO Bank 2002 i NPO Group Workers Collective*: ¥43,124 ¥349,270 ¥10,467 i Max. ¥2.0 million i Donations ¥7,100
: i Max. term 2 years
{ NPOs established in principal ! Interest: 2.0%-3.0% Bor?ationst¥35,180
NPO Yume Bank 2003 | offices within Nagano ¥13,870 ¥302,230 ¥48,363 | Max. ¥5.0 million bgnl'gv(:ir:;s
Prefecture Max. term 5 years ¥30,000
; Total financing
S ) i Organizations active in fields ! Interest: 1.5%-2.5% includes social
Bl (ST 2003 | relevant to NPO law annexes ¥105,100 ¥307,638 ¥54,257 | Max. ¥10.0 million ] (VS
Power Bank g o= | Ve e B ves : (subscribed
within Tokyo . Y i capital) of ¥23.0
H ; i million
 Renewable energy and other ¢ Inactive. Total loans
ap bank 2003 ‘ ) . : Undisclosed ¥208,460 : provided as of December
i environmentally related projects: : 2007
; i Interest: 2.5%
o i Youth Bank 20 divisions of NPOs, sole | TR T 20
ommunity Youth Bank £ 5505 ¢ jroprietorships, private ¥51,508 ¥126,340 YRS | WS SO IE -
Momo g § o i : (in principle)
i organizations, corporations i Max. term 3 years
: { (in principle)
: i Interest: 0%-2.0%
Natural House Bank 2008 i 20 divisions of NPOs, private ¥61,177 ¥70,204 ¥16,474 i Max. ¥3.0 million —
i Max. term 10 years
: NPOs and other social I T
g : Interest: 1.5%-3.0%
Moyai Bank Fukuoka 2000 | _enlt;e": reze”;s tfhatt °perat§ ¥12,850 ¥35,970 ¥6,390 | Max. ¥ 3.0 million -
¢ in Fukuoka Prefecture an | Max. term 5 years
i surrounding areas i
Private, corporation (without :
limitation), juridical personality Interest: 0% :
Shinrai Zaidan 2009  (without limitation), area of ; 0 ¥84,570 ¥17,306 | Max. ¥3.0 million i Donations
 activity (country) (without i Max. term 2 years :
i limitation) ;
NPOs that are active in the Interest: 3.0%
i 20 divisions of NPOs within ¢ (Bridge financing:
Piece Bank Ishikawa 2010 i Ishikawa Prefecture, sole ¥10,969 ¥25 507 ¥5,061 | 1.0%-3.0%) —
: proprietorships, private : Max. ¥3.0 million
¢ organizations Max. term 5 years .
2010 { Donations and
Entrepreneurship (Public  : ; o i Interest: 3.0%-7.5% i project revenue
Support Program for interest ,PereCts by refugees residing ¥3,000 ¥2,520 ¥916 | Max. ¥1.0 million : (subscribed capital
Refugee Empowerment : recognized : " vapan { Max. term 5 years i column is funds
in 2012) : i outstanding)
s 2011 Private/Group offices within | 1.0%-2.5% :
L : (Operations : T Prefect ate) : Interest: 1.0%-2.5%
Hachidort Bank began  VoTE eSS urf‘tpz‘ia e ¥7,620 ¥4,900 ¥1,400 | Max. ¥3.0 million
9 December : 9r0up activities related to { Max. term 3 years
2012) : Toyama Prefecture :
{ Interest: 0%
: : - . : Max. ¥2.0 million H
g i § fied -profit g g
Mutosu lida citizen fund | 2008  : SPoored non-profit - ¥7,001 ¥19,000 ¥5,600 : (Max. term 1 year)  Donations ¥3,000
g : corporations within lida city g i, g
§ : ¥1.0 million
i (Max. term 2 years)
Total ¥580,235 ¥3,225,078 ¥309,066
ClepEReE) Wil 99.4% 109.5% 115.6%
previous fiscal year ;
: : : Continuation of
’ New loans have been ) ;
. . Church and church groups, Exceeding . collection services
Japan Credit Union 1968 ¥230,000 ¥1.0 billion ¥174,728 : suspended since January and lifestyle

NPOs, religious orders, etc.

£ 2013

: consultations

¥ «

Workers Collective” does not refer to the relationship of employee and employer but rather a cooperative association where workers carry out collaborative investments. Each member of a Workers

Collective participates on an equal level as a co-business owner and makes efforts to commercialize products and services needed by local communities as a collective “citizens’ business.”

40



Micro-Investment Funds

In micro-investment funds, “Securite” by Music Securities Inc.,
continues to be widely utilized, with the latest statistics reflect-
ing total financing of ¥5.9 billion. Moreover, micro-investment
funds for renewable energy businesses have also been widely
utilized following the establishment of feed-in tariffs (FIT).

In addition, the 2014 revision of the Financial Instruments
and Exchange Act relaxed regulations, redefining micro-invest-
ment funds (investment crowdfunding) that utilize collective

investment schemes as “Dealing in electronic offerings.”

Microfinance

NPO banks that fund individuals in financial need are continu-
ing to push ahead with domestic microfinance activities, as
previously described.

Organizations such as ARUN LLC, Oiko Credit Japan, and
Kiva Japan are also continuing to implement solid microfinance
activities overseas. Moreover, social investment activities imple-
mented in Cambodia by ARUN LLC have been evaluated
highly, and the organization was awarded the Third Nikkei

Social Initiative Award in the overseas category.

(8) Current State of Crowdfunding

Opver the last two years, crowdfunding seems to have taken root

as a fund procurement method for projects geared toward the

solution of social issues, test marketing of manufactured prod-

ucts, and entertainment content such as films and games.
According to the Yano Research Institute, the scale of the

domestic crowdfunding market has expanded to ¥19.7 billion.

(4) Trend of Policies Pertaining to Community Investment
and Crowdfunding

Opver the last two years, policies concerning community invest-

ment and crowdfunding have continued to be approached from

various perspectives, including social investment and impact

investment.

In October 2014, the Japan Fundraising Association put
together A Roadmap to Building a Social Impact Investment
Marker. On June 1, 2015, the G8 Social Impact Investment
Taskforce put together a proposal with the objective of promot-
ing social impact investment in Japan.

Moreover, from January 2016 activities with the objective of
forming legislation pertaining to the use of dormant deposits
have continued to take place at regular Diet sessions. According
to a bill submitted at an ordinary Diet session in 2015, support-
ers of community investment are categorized as “fund distribu-

tion organizations.”

41

(5) Future Prospects and Challenges

Soliciting Support
As previously described, over the last two years community
investment has continued to raise anticipation in society; how-
ever, the number of people willing to invest has not increased
enough to warrant such anticipation. The fact that efforts to
lobby such investors are insufficient is cited as the reason for this.
Makers University, a school established by NPO organization
ETIC, which aims to seck out young social entrepreneurs with
a focus on university students, includes “finance” as one aspect
of its entrepreneurship course. The school aims to seek out and
support people of various backgrounds, including graduates of
the course, who aspire to set up their own business through
community investment. It is going to be necessary, however, to
increase the number of people willing to provide financial sup-

port for community investment.

Encouragement of Supporters

Providers of capital for community investment often struggle
with issues related to a lack of managerial resources, such as
adequate staffing and funding. In the U.S., the government has
put in place the CDFI Fund, which targets the proliferation of
Community Development Financial Institutions (CDFIs), and
the expansion of their cooperation with regular financial institu-
tions. In Japan, the aforementioned dormant deposits are
expected to embody a similar role to the CDFI Fund. The time
may have come, however, to consider the creation of a Japanese
version of the CDFI Fund in the private sector by harnessing

the power of citizens.

Shunji Taga



MICRO-INVESTMENT: INVESTING SMALL, ENRICHING
JAPAN’S FUTURE

1. Discovering Micro-Investment
| first heard about micro-investment in 2008, and | became interested in it
after reading an article about the procurement of funds to purchase rice
as an ingredient to produce sake.

Although sake takes three years in a cellar to mature into great-tasting
liquor, any money lent from a bank has to be paid back in monthly install-
ments. For producers then, who cannot sell the product until it has
matured but must continue to make payments on their loan before they
see the fruits of their labor, this is a significant obstacle, and many pro-
ducers simply do not have the time to allow it to mature despite a desire
to produce high-quality sake.

On the other hand, those who enjoy a drink are happy to wait three
years if that’s what it takes to produce delicious sake. Furthermore, if the
sales of this fine sake are good and money is made, with investors seeing
a return on their investment, their wallets wind up happy too. Moreover, as
the sake producer also sends some of its product to the investor as a
token of appreciation, investment represents killing not two, but three
birds with one stone. Even if their sales are not good, they send a bottle
of premium sake to compensate.

This system attracted my interest because it keeps all parties happy —
investors, producers, and consumers. As the deadline for applications
had already passed by the time | read the article, | decided to invest in
micro-investment funds from the following year.

2. Understanding the Usefulness of My Own Money

The attraction of micro-investment is being able to watch how invest-
ments with your own money are used to make products that materialize
before your very eyes.

A producer of organic cotton towels in Imabari, Ehime Prefecture was
forced to undergo civil rehabilitation* procedures after its wholesaler went
bankrupt. The towels were of premium quality, having won such honors
as a New York Trade Show award, yet the company could not apply to the
banks for financing due to its status pertaining to civil rehabilitation.
That’s when it decided to adopt a micro-investment fund.

The money procured from the fund was used as capital to purchase
organic cotton from Tanzania. As ordinary cotton is cultivated as a crop
that is not consumed as food by humans, large quantities of agricultural
chemicals are used in its production. When the cotton is collected by
machine, a chemical to wither the leaves is sprayed on the crop to pre-
vent the green leaves from staining the cotton fiber. In India and other
cotton-producing nations, there have been incidents where farmers who
cannot read have used too large a quantity of these chemicals and, in
failing to implement adequate protective measures, have become ill. The
organic cotton used by the company in Imabari requires more work to
pick, but it avoids the dangers of agricultural chemicals. Moreover, the
cotton is fair trade, so the compensation for these farm workers is better
than it would be for an ordinary cotton farmer.
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When | first felt one of the towels at a trade fair, | could feel the weight
of my contribution in the quality of the finished product, and | couldn’t
help but feel moved. There was such a sense of satisfaction in realizing
that you have contributed to making something special, feeling that
cannot be replicated by money.

The fund provided a positive return on my investment, but the joy | felt
had really nothing to do with money. | subsequently fell in love with the
company to the extent of earning a qualification as a towel sommelier.

* A bankruptcy law in Japan allowing a company to force a lender to change the terms
of the loan in order to help alleviate the company’s bad debt.

3. Witnessing Investee Activities

The sense of closeness between investor and producer is another attrac-
tive feature of micro-investment. | am fortunate enough to have partici-
pated in a tour for investors after investing in a local business engaged in
the revival of forests in the village of Nishiawakura, Okayama Prefecture.

Unlike unkempt (or neglected) forests seen in many other parts of
Japan, Nishiawakura’s “100-year forest” is a beautiful, well-kept forest.
This made me realize the issues that forestry is facing and what the village
was striving to achieve.

Moreover, rather than selling lumber from forest thinning on the raw
timber market, the village has developed a system to process the material
into a final product to increase the income of the woodland owners. By
observing how logs are used to make chopsticks on a production line,
how wooden floorboards are produced, and how logs not wide enough
for lumber are not wasted but used to make various products in innova-
tive ways, | was able to fully appreciate the scope of this operation. Many
people who choose to invest in micro-investment funds do so because
they feel some level of affinity for a company’s business operations or
have a special desire to support them. Through the nature of this invest-
ment, a connection is forged between those living in the city and those
living in rural environments, and this connection allows for the inbound
flow of capital from cities that stimulates rural economies.

By visiting investees, investors can experience a world that they have
never seen before. It feels like a sociology field trip for adults, and partici-
pants on such tours tend to be highly impressed with the experience. By
going to see things for yourself, you get to view what’s on the surface as
well as experience the deeper aspects of these activities, which strength-
ens the connection you have with them.

4. Sending Money with Love

Funds to support the reconstruction of small and medium-sized busi-
nesses impacted by the Great East Japan Earthquake are half donation,
half investment. As a result, returns are nearly always negative from the
moment you invest. Despite this fact, funds of this type have amassed a
total of ¥1.1 billion.

If we consider only the financial returns of these funds, it is almost a
given that they will be negative, and, what’s more, of course, the target
company has already been seriously affected by natural disaster. In the
worst-case scenario, investors may not get a single penny back. In the
beginning, affected business owners thought it folly that investors would
even consider investments in companies that were in such a state, let
alone put their money into a fund where half of it is sourced by donation.



The accumulation of such a large amount of money despite this sce-

nario can therefore be attributed to the fact that the characteristics of
micro-investment, which allows investors to see their money delivered to
recipients, are well matched to the investors’ desire to encourage busi-
ness owners to triumph in the face of adversity and work toward recovery.
Disaster relief funds were launched on April 25, 2011, just a little over one
month after the earthquake. Such investor activities do not stop simply at
the donation of money, but extend to the joy of hearing that a new factory
has been completed and, further, to the formation of strong bonds with
the business by visiting the area and purchasing products.

Investors that spend a long period of time getting involved to support
affected businesses are, to business owners working toward reconstruc-
tion, not simply providers of capital but also providers of emotional
support.

5. Issues Associated with Micro-Investment

In May 2014, it was pointed out that the parent organization of a civil fund
for investment in renewable energy was failing to adequately implement
the segregated management of its investment capital, and was ordered to
improve its operations by the Ministry of Finance. The business owners
running the fund were pioneers in civil energy funds, but as the amount of
work involved expanded, the fund suffered, plagued by staff shortages
and cases where the segregated management of investor funds was not
properly executed. After being ordered to improve its operations, the fund
improved its compliance structure and addressed its staff shortages.
However, this inability to secure sufficient manpower is an issue often
faced by business owners operating small-scale funds, through no ill will
of their own.

In 2015, business owners at a fund specializing in social lending to
overseas microfinance institutions, domestic renewable energy ventures,
and small and medium-sized corporations were ordered by the Ministry of
Finance to halt a portion of their activities. This too was the result of a
shortage of manpower following rapid expansion. As crowdfunding is
growing increasingly popular and microfinancing is attracting more atten-
tion, it has become necessary for investors to adopt a financial industry-
style stance in assessing whether parent organizations are properly
engaged in compliance.

Even in cases where accounts are set up and fund application proce-
dures are completed via the Internet, it is better to engage directly with
fund managers before making the decision to invest.
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6. Healthy Relationships Between Investors and Businesses

The role of finance is to provide capital to where it is needed from where
it is not needed. Banks in Japan began with the objective of creating a
river of capital for nation building through the accumulation of small
amounts of capital held by the public. Micro-investment funds are a
mechanism to deliver small amounts of capital held by the public to small
and medium-sized businesses that need it. The amount of money needed
varies depending on the recipient, but these funds allow money to be
delivered to producers for whom investors have felt an affinity, and in
fields that make it difficult for existing financial institutions to take the risk
and invest capital in.

Relationships between investors and producers, who represent the
investees, naturally give rise to the encouragement of long-term business
success and a relationship where both parties strive to satisfy each oth-
er's expectations.

In the world of asset management including pensions, institutional
investors are encouraged to engage in “purposeful dialogue” to support
the medium- to long-term growth of corporations. Interestingly, however,
investors and producers are successfully giving rise to positive relation-
ships at the grassroots level. This is not simply down to money,
but through a desire of the investor for the producer to create
quality products.

In a generation where affluence was reflected by owning the same
things as other people, productivity and rationality were held in high
regard. However, in a generation where there are now so many products
to choose from, affluence has come to be reflected in the ownership of
unique items that other people do not have. Contributions of money
motivated not only by returns but also by a desire to support development
because investors find something interesting, have encouraged the cre-
ation of original products.

Although returns are low on the list of reasons for investment in this
kind of fund, this does not mean to say that investors are not concerned
with financial gain. By simply rearranging their priorities, investors are
receiving returns the moment that businesses experience success. Risk
is not something to be avoided entirely but to be taken in order to pro-
mote success. This represents the basic principle of investment.

In a world where patronage has all but disappeared, micro-investment
is @ mechanism that allows you to invest small amounts of money in busi-
nesses you want to support as an ordinary individual. As Japan continues
to become a country where urbanization and standardization have given
rise to streets that are lined with the same kinds of shops wherever you
go, micro-investors support unique businesses by investing a small
amount but make a big difference in giving them a new lease of life.

Masayuki Oki



3. Environmentally Friendly Real Estate'
(1) Neighborhood Sustainability Evaluation System
LEED ND: Best Practice
World’s First Gold LEED ND Certification Realized in Japan
In the real estate industry, Leadership in Energy and

Environmental Design (LEED), a system to evaluate the sus-
tainability of buildings, has become synonymous with “environ-
mental performance.” The system represents an international
standard, which started by evaluating the environmental perfor-
mance of newly established office buildings based on figures
pertaining to design efficiency. It has since expanded to include
a range of systems to evaluate the construction of buildings
including commercial facilities, hospitals, distribution facilities,
data centers, hotels, and schools. LEED O+M (LEED Building
Operations and Maintenance), an approach to managing the
operations of existing buildings, has also become more preva-
lent. LEED was originally developed with the primary objec-
tives of reducing environmental impact and improving the
quality of indoor environments; however, the criteria it uses to
evaluate a space have now been expanded to emphasize human
health and comfort, which represent crucial elements to the
enhancement of productivity. Moreover, LEED is working to
become more than just a system to evaluate environmental per-
formance by incorporating and proliferating social equity per-
spectives (social common capital—a mechanism to encourage
fairness by ensuring that common assets are shared across the
whole of society), which includes the idea of “contributing to
the community” as a social objective toward which we should
aspire. Against this backdrop, LEED ND (LEED Neighborhood
Development) is an evaluation system that goes beyond the
borders of individual real estate developments to evaluate the
sustainability of entire neighborhoods, and movement toward
expanding the scope of evaluation in this way has been acceler-
ating around the world.

The U.S. Green Building Council (USGBC), the NPO that
develops and manages LEED, has always aspired toward the real-
ization of a sustainable society through market transformation.
LEED certification is the system designed to reflect monetary
value in the markets by quantitatively evaluating the value added
to a project through the enhancement of sustainability. LEED
embodies three characteristics to make this a possibility: “quanti-
tative evaluation to ensure quality meets a certain benchmark,”
“transparency of information pertaining to performance,” and
“objectivity.” All LEED certifications are conducted and granted
by Green Business Certification Inc. (GBCI)?, an independent
certification body, to ensure that quantitative assessments are
approached from a neutral perspective. This allows the certifica-
tions, in which even stakeholders from other sectors place their
trust, to maintain their credibility. Failure to link cross-sector
collaborations in creating value would mean that initiatives are
unlikely to be reflected in the economy and, if initiatives are not
reflected in the economy, paradigm shifts are unlikely to occur in
existing economic systems; hence, LEED was established to
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embody these three characteristics. Frameworks aimed at elicit-

ing economic paradigm shifts, including PRI, ESG-considerate
investment, and the business-driven “low carbon” initiatives
adopted as targets at the 2015 UN Climate Change Conference
(COP 21), have also been established in the financial and invest-
ment sectors. However, as it is difficult to explain sustainability
in quantifiable terms and the value arising from it is only mani-
fested over a long period of time, the characteristics embodied by
LEED are going to be instrumental in enabling developers to
explain their approaches, which in turn, will lead to the further
promulgation of LEED going forward.

As I mentioned previously, LEED ND, which focuses on the
development of neighborhoods, has been added to the LEED
family. LEED ND has also been adopted in Japan, and in
November 2015, a gold LEED ND certification was awarded to
the Futako-Tamagawa East area Redevelopment Project in
Setagaya, Tokyo. The project acquired the world’s 40th prelimi-
nary certification in September 2014, followed by the world’s
fifth official certification in November 2015. It represents the first
project in the world to be certified with a rank of gold or above.

The LEED ND evaluation system was developed through a
collaboration of three organizations: the USGBC, Congress for
the New Urbanism, and the Natural Resources Defense Council.
The scope of evaluation for LEED defines its main categories as
1) Location and Transportation/Sustainable Sites; 2) Water
Efficiency; 3) Energy and Atmosphere; 4) Materials and
Resources; and 5) Indoor Environmental Quality. In contrast,
LEED ND specifies 1) Smart Location and Linkage, 2)
Neighborhood Pattern and Design, and 3) Green Infrastructure
and Buildings, as its three basic evaluation criteria.

The integrated (or multi-complex) development plan for the
Futako-Tamagawa East area Redevelopment Project was based
on three basic concepts: 1) emphasizing a close connection to
nature with the theme of “from city to nature,” 2) providing
easy access to public transportation with a pedestrian-focused
layout, and 3) creating a neighborhood that is easy to use for
every generation. Once this plan had cleared all the mandatory
criteria of the LEED ND examination, the optional criteria
subsequently put forth by the project were highly evaluated,
and, with a score of 66 points out of a potential 110, the project
was awarded a gold certification. Grading thresholds for each
certification are as follows: certified: 4049 points; silver: 50-59
points; gold: 6079 points; and platinum: 80-110 points.

The Futako-Tamagawa East area Redevelopment Project was

highly evaluated, based on the following criteria:

(i) Smart Location and Linkage

* Development site within close proximity to public transportation

* Sufficient number of bus and train routes with sufficient ser-
vice along these routes

* Close proximity of housing to places of work

¢ Consideration toward the conservation of natural habitats

* A long-term (at least 10-year) management plan to conserve

the ecosystem



(ii) Neighborhood Pattern and Design

* Walkable streets that provide a safe, appealing, and comfort-
able environment for pedestrians

¢ Sufficiently compact development

* Access to parks and public facilities

* Active community outreach and involvement initiatives

* Universal design

* Tree-lined and shaded streetscapes

(iii) Green Infrastructure and Buildings

* Design and construction of buildings with excellent energy
and water efficiency

¢ Measures to reduce the heat island effect

* Landscape irrigation systems with high water efficiency

¢ Excellent rainfall collection and water permeation functions

¢ Use of recycled materials in new infrastructure

* Highly energy efficiency in new infrastructure

* Historic resource preservation

“Walkable Streets” and “Diversity” Based on
LEED ND System Design
The shift from an automobile-dependent society to building

cities that are more human-focused represents LEED ND’s
most important objective. To realize this, the system is designed
to evaluate “walkable streets,” with the objective of allowing
pedestrians to traverse the area safely, enjoyably, and comfort-
ably; “rich diversity”; and “the preservation and restoration of
natural habitats” highly. The system also assesses as important
criteria whether there are a large number of shops and eateries
on the ground floor facing the road, interesting spaces that
attract people both during the day and at night, strict enforce-
ment of speed limits for automobiles, and to what extent these
aspects have been incorporated into the design in accordance
with Woonerf prerequisites. Other aspects rated highly include:
a diverse selection of transportation options, such as trams or
the ability to travel by bicycle; green areas that control rainwater
run-off and encourage permeation into the ground (bioswales)
while separating walking routes from roads to improve safety;
and roadside trees with large canopies to protect pedestrians
from the sun. Moreover, the LEED ND evaluation system is
designed to encourage the development of lively, comfortable
areas with a large number of crossings and short block arrange-
ments to allow pedestrians to come and go easily, and roads that
are designed to encourage active foot traffic.

LEED ND also features a range of evaluation criteria pertain-
ing to the greening of urban areas, including: preserving ecosys-
tems such as existing trees, marshland, and bodies of water
based on vegetation surveys on urban development; the restora-
tion of natural habitats that were previously lost to development
in the past; the extent to which preference has been given to
species native to the area; and the avoidance of non-native inva-
sive species introduction. Moreover, the system features a large
number of evaluation criteria closely related to landscape and

urban design, including: diversity pertaining to the hard
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elements of buildings, such as the use and age of buildings,
scale, and layout of residences; diversity pertaining to soft ele-
ments, such as the variation of tenant business categories, user
numbers, and how the area is used over the morning, afternoon,
and evening; the existence of various facilities to provide conve-
nience of living; access to open public spaces and recreation
facilities; farmers’ markets and community gardens to encour-
age urban agriculture; safe walking routes for children commut-
ing to school on foot; the proportion of shade provided by
roadside trees and canopies; and universal design.

Possible Applications for LEED ND Going Forward
The planning and execution of the Futako-Tamagawa LEED

ND project was led by a private redevelopment union, and
worked toward the LEED ND criteria by fusing the redevelop-
ment site with a park constructed by Setagaya Ward, enabling it
to acquire a larger number of points. This system is therefore
designed to place projects that cooperate with the public sector
at a favorable advantage when it comes to scoring points. If we
consider this from another perspective, LEED ND works to
encourage cooperation between the public and private sectors,
and between people working in different fields, thus represent-
ing a starting point for cross-sector initiatives. Moreover, the
execution of LEED ND initiatives requires all stakeholders to
determine whether it is possible to push forward with new strat-
egies following the evaluation of current circumstances pertain-
ing to relevant criteria. They will then be required to decide
whether these policies are to be adopted and, if they are not, to
clarify the reasons why. This is consistent with the idea of
“comply or explain.” Furthermore, limiting the maximum area
of the plot to a relatively small range where everything is within
walking distance has the advantages of making it relatively easy
to determine whether LEED ND initiatives have been success-
ful in revitalizing the area by conducting inspections, and allows
changes to be made easily in rare circumstances where it is deter-
mined that such initiatives are failing to take effect.

If we consider projects going ahead overseas, we can see that
LEED ND is a tool that can be used in a variety of ways. In the
U.S., LEED ND is used as a guideline to revitalize entire cities
through large-scale repair work to improve the living conditions
of low-income families. It is also used as a set of prerequisites for
the allocation of various support grants. Meanwhile, reports by
institutions including the World Bank have strongly advocated
the use of LEED ND in China, which continues to urbanize
rapidly, as a reference point for the central government in pro-
viding guidance and allocating support grants to local govern-
ments in a bid to prevent out-of-control urban sprawl as
suggested in Swustainable Low-Carbon City Development in
China, published by the World Bank in 2012. Moreover, since
the 2008 Olympics in Beijing, where the need for sustainable
sport venues had already started to be recognized, LEED ND
has become almost a standard to which athlete villages are

constructed.



The scale of the Futako-Tamagawa project was large, and all

construction represented new development. For much smaller
sites, however, it would certainly be possible to engage in area-
by-area development while leaving pre-existing structures intact.
The strategies adopted by the Futako-Tamagawa project have
established a starting point, and are expected to catalyze the
application of LEED ND to further redevelopments in both
urban and rural areas going forward. If LEED ND can be estab-
lished as a guide to constructing a potentially huge market
geared toward “reimagining cities” in a way that effectively
leverages the passion of modern society, then it is likely to result
in highly significant local revitalization initiatives in the future.
At the same time, it may well be instrumental to solving social
issues that are affecting all of Japan, including devising measures
to counter the country’s aging society, low birthrate, and declin-
ing population, helping to support a low-carbon society and the

Figure 4.3.1: LEED ND Target Area and Bird’s-Eye View

Block ll-a: Low-rise building
(multipurpose)
Primarily movie theaters,
fitness clubs, retalil stores,
restaurants, and residences

Block I-a, I-b, ll-b:
Multipurpose areas
Offices and stores

Block ll-a: High-rise
building
Offices and hotels

rise of compact cities, encouraging the renewal of public facili-
ties, and correcting the population gap between Tokyo and
other areas. To realize this, it is going to be necessary to encour-
age cross-sector initiatives between private businesses engaged in
architecture and construction, landscape design, interior design,
building facilities and equipment manufacture, and building
operations management, in addition to cooperation between
the public and private sectors. Collaboration from real estate
developers, real estate investors and funds, and providers of
financial functions is also going to be crucial. When such opera-
tions begin to take hold, the financial sector’s role in community
design and city management, including that of regional banks
and local financial institutions, is likely to become more impor-
tant and significantly more complex.

Hiroki Hiramatsu

Compact City Realized through High-Density Development

Environmentally damaging development can be controlled through the
effective use of lot area. Starting with plans for Block ll, a residential area
comprising three tower buildings and two residence buildings, a compact
city has been realized through high-density development supported by the
wide variety of convenient lifestyle facilities located throughout the area.

Block Ill:

Setagaya Ward
Futako-Tamagawa Park

Residential buildings

Pedestrian paths lead through the redevelopment area to the banks of the Tama River

1. Scale of the environmentally friendly real estate market: By May 2013, 205 properties had
received CASBEE certification verified by an independent organization, the total floor space of
which accounted for 9.14 million square meters. As of December 2015, 303 properties had
received CASBEE certification verified by an independent organization (total floor space undis-
closed); 74 properties had received the simplified CASBEE real estate certification (3.02 million
square meters of floor space); and 4 areas had received CASBEE for Cities certification. Taking
into account the median price per square meter of ¥1.1 million for environmentally friendly
buildings (from ¥1.0 million—¥1.2 million, according to the 2013 summer special of Nikkei
Architecture), the estimated market size of environmentally friendly real estate in 2013 was
approximately ¥3.0 trillion. However, in 2015 this rose to approximately ¥5.1 trillion, repre-
senting a 70% increase between May 2013 and December 2015.* Moreover, the total number
of properties in Japan that had received or were applying for LEED registration in 2013 was 90,
covering a total floor space of 1.68 million square meters. As of the end of 2015, however, this

had increased to 148 properties with a total floor space of 2.09 million square meters. Taking
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into account the median price stated above of ¥1.1 million, the estimated market size in 2013
was ¥560.0 billion. As of 2015, this had increased by 25%, to ¥700.0 billion. Globally, the total
number of properties that had received or were applying for LEED registration in 2013 was
50,569, covering a total floor space of 882 million square meters. As of 2015, this had increased
to 71,200 properties, covering a total floor space of 2.13 billion square meters, for a total
increase in floor space of 141%.

* As the total floor space for properties that have received CASBEE certification verified by an
independent organization is undisclosed, for the sake of convenience, total floor space was calcu-
lated using the following calculation: average floor space for CASBEE real estate-certified proper-
ties x (number of properties that have received CASBEE certification verified by an independent
organization + number of properties that have received CASBEE real estate certification).

In 2014, GBCI was integrated with the Global Real Estate Sustainability Benchmark (GRESB),

an organization that assesses the extent to which real estate investments are sustainable.

N



4. Private Equity

(1) What is private equity?

Overview

According to the White Paper on Small and Medium-Sized
Enterprises in Japan (February 2012), at the time of publication
the total number of companies in Japan stood at 3.86 million.
This figure is over 1,000 times the number of listed companies
in Japan, which number approximately 3,500, meaning that
99.9% of companies in Japan are unlisted. Private equity (PE)

Figure 4.4.1: Overview of Japanese Companies

Number of Companies Number of Workers

0.3%
69.4%
99.7%
As of February 2012 As of fiscal 2009

Total companies: 3.86 million

Source: Ministry of Economy, Trade and Industry

PE investment is, however, a very broad term, and as we can
see from Figure 4.4.2, there are various approaches to such
investment. Of these approaches, around 80% of PE invest-
ment can be explained in terms of two methods: buyouts, which
account for over half of total PE investments by amount
invested; and venture capital, which makes up around 20%-—
30%. Investment strategies can be subdivided into buyouts,
venture capital, the purchase of distressed securities, and

Figure 4.4.2: Explanation of Each Strategy

Total number of workers: 40.13 million

investment is the main form of investment used to finance this

99.9%. A large number of these companies are small to medium-
sized enterprises, a few of which may be selected to form part of
an investment portfolio. As we can see in Figure 4.4.1, 69.4% of
all Japanese workers are employed at small and medium-sized
businesses, and these businesses are responsible for creating
53.3% of total added value. We can naturally assume, therefore,
that thinking seriously about investment in the PE sector is akin
to thinking about the sustainable expansion of the Japanese
economy.

Added Value

46.7% M Large corporations
(all manufacturing)
Small- and medium-
sized businesses

(all manufacturing)

53.3%

As of fiscal 2009
Total added value: ¥108.0 trillion

secondary buyouts. The form of interaction that takes place
with the company to be invested in depends on the strategy.
However, as the main focus for investment is unlisted compa-
nies, which are insusceptible to the influence of the markets
because their shares are not publicly traded, they all share simi-
lar attributes. This section will explain PE investment in terms
of buyouts, which account for over half of foreign and domestic
PE investment.

* An investment method to secure capital gains by investing in unlisted companies from a stage shortly after their foundation, and having them

\ézntig? initiate an Initial Public Offering (IPO) or selling them to another corporation or fund.
P * Venture capital involves not only taking on common stock, but also convertible bonds and various other forms of stock.
¢ An investment method to secure capital gains by first purchasing a company with positive cash flows, working to enhance its corporate value
Buyouts i by becoming deeply involved in its management and, finally, selling off the company’s stock [for a higher price].
i « Buyouts are often conducted by using borrowed money as leverage.
Distressed ¢ A investment method that aims to secure returns by purchasing bonds from a company that has experienced unprofitable business operations,
converting a portion of this into stock, and actively contributing to the reorganization of management.
* An investment method that arises when an investor’s interest in a fund (3 types of funds above) is purchased for a reduced price after they are
forced to sell midway through the investment due to extenuating circumstances.
Secondary : e In a broad sense, this investment method aims to secure capital gains by purchasing from the investor not only their interest in a fund, but also
non-listed stock, for a reduced price, and then selling it off (this differs from the above approaches as it does not encompass involvement with
investee management).

Source: Ark Totan Alternative Co., Ltd.

Investment Effects and Their Relevance to
Responsible Investment

Possession of 51%-100% of a company’s shares is necessary to
implement a buyout investment. By taking control of the com-
pany’s management, initiatives can be implemented to raise the
company’s corporate value, and, after holding this share of the
company for a given amount of time, the investing party may
choose to exit via a sale or through the execution of an IPO. The
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average holding period spans 2—5 years, and, by raising the com-
pany’s investment value by 1.5 times—3 times over this period,
buyout investors can secure the returns they require. The basis
for these returns can be divided into three categories: A. the
effect of enhancing corporate value (hands-on effect); B. the
effect of leverage; and C. the effect of a multiple-based approach.
The following will summarize how each of these is relevant to
responsible investment.



A. Effect of Enhancing Corporate Value (Hands-On
Effect) and Its Relevance to Responsible Investment

As mentioned previously, buyout investments involve taking
charge of 51%-100% of a company and asserting control over
management. It is common in such circumstances for the man-
ager of the PE fund to take on the role of company president,
CFO, or other top executive, thereby asserting control over the
company’s management. As this representative comes into direct
contact with the company, this activity is described as a “hands-
on” approach. The basis for returns on the investment depend
on the fund manager’s managerial capabilities. However, as the
investor (fund) is now directly responsible for the management
of the company, it has also become responsible for ensuring the
company’s continuity. In other words, the fund now has a
responsibility to the company’s stakeholders. If the company’s
performance is improved over a short period of time, the com-
pany’s value also increases over this period, in which case the
fund may elect to sell the company to another company for a
significantly higher price, or execute an IPO. The fund manager
may have to work tirelessly for the first 100 days following the
investment, initiating reforms to improve corporate value by
executing a “100-day plan,” over which significant improve-
ments will be made to the company’s governance framework.
Everyday labor issues may also present difficult problems to
management of the company, and to counter this, the PE fund
will allocate staff who are accustomed to dealing with such cir-
cumstances. Environmental issues are also seen by PE funds as
an opportunity to improve sales; thus, it has now become
common for funds to target businesses that have some kind of
affinity for the environment. In this way, ESG represents an
important element to the creation of added value when adopt-
ing a hands-on approach. From an ESG perspective, therefore,
activities to enhance corporate value and responsible investment

are closely intertwined.

B. Effect of Leverage and Its Relevance to Responsible
Investment

Leverage, or LBO finance, is a term used to describe the pur-
chase of a company through a combination of equity invest-
ment and loans. This approach aims to boost equity value by
using the company’s profits to repay the loans (see Figure 4.4.3).
LBO financing uses company profits to repay loans—returns
are first allocated to the equity holder (the PE fund), effectively
eliminating this portion of company profits. A leverage approach
allows the PE fund to benefit first from the company’s efforts,
and as the PE fund is seen to be profiting directly from the
efforts of the company’s employees, it is believed to have
assumed a responsibility to execute management in a way that
safeguards the company’s interests going forward. If the PE
fund, which represents both financier and owner, demonstrates
reckless or extravagant behavior, directors and employees are apt
to take note very quickly, potentially resulting in the deteriora-
tion of company activities. If this occurs, the company’s profits,
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which represent the source of the PE fund’s loan repayments,
may be placed in jeopardy. Shareholders do have rights, but in
order to exercise these rights to maximize profits they must also
strive to maintain a stance as responsible investors when execut-

ing strategies based on leverage.

Figure 4.4.3: LBO Finance (based on a model of completion
over four years)

Repayment from 1st year profits

Loans Repayment from 2nd year profits

Repayment from 3rd year profits

Corporate Value Repayment from 4th year profits

Loans are fully paid off in the 4th
year. Equity value rises only by the
amount repaid = effect of leverage

Source: Ark Totan Alternative Co., Ltd.

C. Effect of a Multiple-Based Approach and lts
Relevance to Responsible Investment

“Multiple” here denotes the EV/EBITDA multiple, which is
calculated by dividing a purchase price (EV) by EBITDA, an
indicator of profit. If the multiple is high, corporate value is
considered to be high in comparison to profit and is deemed
“relatively high,” a common term used by those engaged in PE
investment and M&A. There is no uniform standard pertaining
to the multiple under which transactions will be made, but
rather, specific multiples are determined by timing and industry.
As it is best to make purchases when the price of the acquisition
to be made is low, and sell at a time when the price is high, high
investment efficiency can be secured by making an inexpensive
acquisition when movement in the M&A markets is low, and by
selling when the market is more vigorous and the purchase
prices are experiencing a peak. This represents one aspect of
investment returns acquired through a multiple-based approach.
Moreover, the average multiple changes depending on the
industry. For instance, if a logistics company were sold to
become a logistics division of a company within a major manu-
facturing industry, it is possible to make the sale based on the
multiple of the manufacturing industry, as opposed to that of
the logistics industry. Either way, the transaction amount is
based on the intrinsic value of the company to be traded, as
determined by negotiations between the buyer and seller.
Activities to acquire returns by taking advantage of fluctuations
in market price and the differences in industry multiples give
rise to responsibilities that buyers and sellers must honor to
maintain trusting relationships. Omission of information that
should have been communicated, or engaging in a transaction
without communicating information accurately, may lead to
claims arising following a sale. Depending on the circumstances,
such actions may lead to litigation based on the allegations of
breaching representation and warranty clauses. Responsible,
sustainable transactions in PE investing are therefore also neces-
sary when adopting a multiple-based approach.



(2) The Relationship Between PE and Responsible
Investment in the Context of Pensions

General Structure of PE Investments at Japanese Pension Funds

Japanese pension funds are required to outsource their invest-
ments, and in general, these investments are outsourced to
“gatekeepers,” which include trust banks and investment con-
sulting companies. PE investment is no exception. Pension
funds therefore impose rules concerning governance on these
gatekeepers through the settlement of contracts (pension trust
agreements/investment trust contracts) and the communication
of investment guidelines (Figure 4.4.4).

Figure 4.4.4: Structure of Outsourcing Operations for PE

Investments

=

PE asset
Pension fund ) Gatekeeper management
Operations Investment company
outsourced

Source: Produced by Ark Totan Alternative Co., Ltd.

As of fiscal 2015, however, PE investments accounted for only
a very small fraction of pension fund investment ratios, repre-
senting about 1%—4% of portfolios. Funds therefore cannot
afford to channel resources into PE investments (Figure 4.4.5).

Figure 4.4.5: Asset Allocation of Defined Benefit Corporate
Pension Plans (based on actual figures)

1.8%

B Short-term assets

® General accounts
Domestic bonds
Foreign bonds (hedged)

B Foreign bonds

H Alternative
Domestic bonds
Foreign stock

30.2%

6.7%

/

PE investments account for only a few % of total investment

Source: Results of the Fiscal 2014 Survey on Pension Fund Management Trends (JPMorgan Asset
Management (Japan) Limited)

It is the current trend for every aspect of pension fund opera-
tions to be entrusted to these gatekeepers. Being responsible for
all aspects of PE investment, these gatekeepers are required to
have a specialist knowledge of and experience in manager selec-
tion and cash management, as well as overseeing the governance
of PE-specific funds and fund engagement efforts (Figure 4.4.6).
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Figure 4.4.6: Fund Governance and Fund Engagement
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(8) Responsible Investment in Private Equity (Conclusion)
As previously stated, a responsible approach to PE investments
is easy to implement and clearly gets results. Before sustainable
investment, responsible investment, and ESG investment were
formally defined, PE investment naturally occurred in a world
of investment where such approaches had yet to be established.
Its actions were naturally geared toward results that satisfied all
the parties involved, and has proliferated because these parties
have been able to prosper. The first PE/VC investments were
implemented with the objective to reconstruct post-war Europe,
and were executed through the U.S. Marshall Plan in the 1950s
after the Second World War. Peter Brooke, who started the first
PE investments, did so because he felt an affinity for the U.S.s
ideas on responsible investment and its sense of responsibility to
the world, which emphasized the use of U.S. funds to influence
the world in a positive way. In this way, the compassionate
ideas that form the basis for responsible and sustainable invest-
ments are rooted in PE investment. Although the manner
in which PE investments are implemented may vary from gen-
eration to generation, their underlying concept reflects an
unchanging philosophy.

Shunsuke Tanahashi



Appendix

Trends in the Sustainable Investment Balance of Financial Products for Individual Investors
(¥ Billion)
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Note: Total balance of publicly offered SRI investment trusts and bonds for individual investors
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