Viewpoint

EHXREBIZEZMERSE

HA®D _EiZEEIFESGEREED YR &
HRICEAIT2EXBEHROATRZ
Require Listed Japanese Companies
to Disclose Factual Information
Regarding Their Environmental,
Social, and Governance (ESG)
Related Risks and Objectives

AN T THERZESR
Alternative Investment Committee
2021 F12BETE%

Valid through December 2021

HREFIES

EBXKEREIRFEFR / The American Chamber of Commerce in Japan

T106-0041 HRABXMAE 2-4-5, XV ZvI39MTE L 10k
Masonic 39 MT Bldg. 10F, 2-4-5 Azabudai, Minato-ku, Tokyo 106-0041

Tel +81 3 3433 7358
Fax +81 3 3433 8454
external@accj.or.jp

http://www.accj.or.jp/advocacy-papers-1



ACCJ Viewpoint

RECOMMENDATION

The American Chamber of Commerce in Japan (ACCJ)
urges the Japanese Government amend the Financial
Instruments & Exchange Act to require publicly listed
companies to report to shareholders, at least annually,
on specific environmental, social, and governance
factors that could impact their business and the
measures they are taking to address material ESG
issues and to manage ESG related risks. Firms that
fail to adequately report on such matters should face
a series of progressively tougher consequences,
commencing with public notice of insufficient disclosure
by the Japan Exchange Group (JPX).

Positive Developments to Date

The ACC] supports the actions of JPX and the
Japanese government to date to encourage more ESG
disclosure, including JPX joining the Sustainable Stock
Exchanges Initiative as a Partner in December 2017,
as well as revisions to the Corporate Governance
Code and the Guidelines for Investor and Company
Engagement, published in June 2018.

The ACCJ also appreciates the active involvement
of the Cabinet Office, METI, and other Japanese
ministries and agencies in promoting the UN
Sustainable Development Goals (SDG). ESG-related
disclosures are separate and distinct from the UN’s
SDG initiative. At the same time, the disclosures
are a precursor to the development of Japan as a
leader in sustainable business, from an economic,
environmental, and social perspective.

Stronger Guidance Needed
about ESG Disclosures

Additional, formal action is required to enhance ESG
disclosure frameworks because many Japanese
companies lack knowledge regarding the expectations
of global investors about ESG disclosures.

While substantial progress has been made on the
issue of governance through the introduction and
revision of the Japan Corporate Governance Code
and the Stewardship Code, additional measures
are required to ensure that investors are provided
with the ESG information they need to make wise
investment decisions. Such measures are essential
to creating a “virtuous cycle in capital markets”that
promotes the growth of financial services in Japan
and Tokyo’s position as a global financial center.

ESG Disclosure measures should: (i) clearly delineate
the scope of disclosure expected; (ii) establish
benchmarks that will enable investors to make
“apples to apples” comparisons of ESG compliance;
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and (iii) require a transparent qualitative evaluation
by management of ESG risks facing their businesses
(similar to that provided for “earnings guidance”).

ISSUES

The need for additional measures (guidelines,
regulations, etc) in Japan to ensure that investors
in listed Japanese companies receive full and fair
disclosure of ESG related issues (“ESG Legislation”)
is essential to creating a “virtuous cycle in capital
markets” consistent with the recommendations of
the Disclosure Working Group Report of the Financial
Council. The need for enhanced ESG measures is
timely now because of the combined impact of
developments in international investor markets.

A. Mounting Evidence that ESG Disclosure
Can Be as Important as Financial
Disclosure to Investment Decisions by
Institutional Investors

Because there is a mounting body of empirical
evidence! that corporations with strong ESG
compliance cultures substantially outperform
those with weak ESG compliance cultures, periodic
ESG risk disclosure will ensure that investors will
make better investment decisions. Many studies
have indicated that a corporation’s ESG posture
has been shown to impact the economic success of
that corporation.? Thus, evaluating a corporation’s
pursuit of ESG best practices may be as material
to many investors’ investment decisions as are the
prior quarter’s revenue and profit information.3

B. Growing Recognition Among Analysts
that Companies with Weak ESG
Awareness and Policies Create a Major
Investment Risk Factor

Investors, both foreign and domestic, expect
to see ESG factors disclosed and explained in
periodic reporting by listed issuers because ESG
related risks, such as respect for human rights,
recognition of the potential and contingent
liabilities, and challenges associated with climate
change and the direct impact of weak corporate
governance on corporate performance and failure,
are now among the most important risk factors
to be evaluated when investing in Japanese

1. See https://www.msci.com/www/research- gager[foundat\ons -of-esg-i mvestlngzo79530694

sessing RISk Through Enwronmental Social and Governance Exposures.” AQR research
paper, WWW.AQR.COM; “The Relationship between Corporate Social Responsibility and
Shareholder Value: an Empirical Test of the Risk Management Hypothesis.” Strategic
Management Journal, Vol. 30, pp. 425-445. Khan, M., G. Serafeim and A. Yoon. (2015).
“Corporate Sustainability: First Evidence on Materiality.” Accounting Review, Vol. 91,

No. 6, pp. 1,697-1,724; Krueger, P. (2015). “Corporate Goodness and Shareholder
Wealth.” (2015). Journal of Financial Economics, Vol. 115, No. 2, pp. 304-329

3. Forbes reports that more than US$21 trillion of investment decision are made in whole
or in part in consideration of ESG factors and this is likely to grow.
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2. https://hbr.org/2016/10/the-comprehensive-business-case-for-sustainability, "Assessing
Risk Through Environmental, Social and Governance Exposures; (AQR research paper)
WWW.AQR.COM. Khan, M.+ G. Serafeim-A. Yoon "The Relationship between Corporate
Social Responsibility and Shareholder Value: an Empirical Test of the Risk Management
Hypothesis; (Strategic Management Journal (2015) 8530%425~445X—3)

Krueger, P "Corporate Sustainability: First Evidence on Materialitys (Accounting Review
(2015). 589155651697~ 1724~—), "Corporate Goodness and Shareholder Wealth,
(Journal of Financial Economics (2015). 55 115%525304~329)—)
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corporations. Thus, Japanese corporations with
poor ESG policies are often perceived by analysts
to present a relatively higher risk profiles than
firms with strong ESG governance cultures.

C. Global Fiduciary Investors Including
National Pension Systems, Sovereign
Wealth Funds, Corporate Pension
Managers and Endowments Increasingly
Are Limited in Their Ability to Invest in
Japanese Companies with Weak ESG
Compliance Disclosure

Investment Managers for fiduciary accounts
(Fiduciary Managers) have increasingly become
bound by investment guidelines and policies that
require them to review ESG-related information
as part of their fiduciary duty to act as a “good
manager” for their investment beneficiaries.

Moreover, the need for a positive ESG profile as
pre-condition to the ability of Fiduciary Managers to
continue to investin Japanese companies is growing,
and this trend is anticipated to grow and expand
throughout the world as part of the recognition of
the negative externalities resulting from poor ESG
compliance. Due to these developments, Fiduciary
Managers need ESG Disclosure—if they cannot
obtain such information from Japanese listed
companies, it may be difficult for the managers to
continue to invest here in Japanese companies.

D. Major Foreign Investors Expect Full and
Fair ESG Disclosure

Increasingly, the vitality of Japanese capital
markets depends on foreign investment, and
foreign investors increasingly expect to receive
full disclosure of ESG matters as part of the
corporate disclosure process and are receiving
this information routinely in other jurisdictions.
Unfortunately, Japanese corporations have not
responded to these investor needs voluntarily.
Japan should act now by adopting strong ESG
legislation to ensure that Japanese corporations
and markets are not left behind by global investors
and global capital markets.

There are numerous examples of other markets
that use either specific disclosure requirements or
a “comply or explain” approach to ESG reporting,
including, but not limited to, the EU, Norway,
Denmark, India, China, Hong Kong, Malaysia, Brazil,
and South Africa. It is important that Japan not be
viewed as an “outlier” in ESG Disclosure if it wishes
to build a strong, internationalized, capital market.
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4. https://ec.europa.eu/info/publications/180524-proposal-sustainable-finance_en
https://www.jdsupra.com/legalnews/companies-must-carefully-consider-esg-99201
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E. The Desirability of Consistency with Global
Best Practices

Both the EU and the UK are among those designing
comprehensive taxonomies for sustainable finance
through enhanced ESG disclosure frameworks
and stewardship guidelines.* In light of this and
related developments, the ACCJ believes that a
mandatory ESG disclosure framework will be a core
success factor for the Japanese capital markets
to advance sustainable finance in Asia, especially
at a time when Tokyo is seeking to restore its
position as a top tier international financial center.
ESG reporting is part of the natural evolution of
corporate information reporting in the 21st century
and Japan should be at the forefront of this trend.

4. https://ec.europa.eu/info/publications/180524-proposal-sustainable-finance en

https://www.jdsupra.com/legalnews/companies-must-carefully-consider-esg-99201
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