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Capacity Building Instruments to
Scale the Japanese Sustainable Finance Sector

Dr. Kim Schumacher, Lecturer in Sustainable Finance and ESG,

Current State of Sustainable
Finance in Japan

The global Covid-19 pandemic, as well as the
ongoing climate and biodiversity crises, have
created a heightened sense of awareness
for environmental, social, and governance
(ESG) issues all over the world. Research
has shown that firm-level ESG integration
can lead to stronger microeconomic and
macroeconomic growth."> Acknowledging
these benefits and the crucial role of the
financial and corporate sectors, politicians
and investors alike have started to push
for further integration of ESG factors via
a multitude of initiatives. Some of the
most notable include: the UN Principles
of Responsible Investment (PRI), the
Task Force on Climate-related Financial
Disclosures (TCFD), the International
Organization for Standardization (ISO),
the Carbon Disclosure Project (CDP), the
Climate Disclosure Standards Board (CDSB),
the Sustainability Accounting Standards
Board (SASB), the Climate Action 100+,
UNEP-Financial Initiative’s Principles of
Responsible Banking (UNEP-FI PRB), and
the EU’s sustainable finance policies.>*
In Japan, several high-profile political
and industry initiatives notwithstanding,
sustainable finance and ESG investing still
remain quite marginal at the practical level.
However, numerous signs are pointing to
a general paradigm shift in Japan. Many
financials and corporates are facing
increasing pressure from society, investors,
and regulators to consider sustainability
beyond token CSR statements, which in the
past were mainly designed to improve a
brand’s reputation.’

Tokyo Institute of Technology

In pure numbers, the Japanese Sustainable
Investment Forum (JSIF) reported that at
the end of 2019, according to their survey
methodology, sustainable investment
assets in Japan had risen to ¥336 trillion.®
The Japanese Ministry of Environment
reported that in 2019 the combined issuance
of green and sustainability bonds reached
an all-time high with a total of 65 and total
annual issuance value exceeding ¥1 trillion
for the first time.” Japanese investors and
companies have also been publicly voicing
their support or signing up to numerous
international ESG and responsible
investment initiatives, including the UN
PRI, the TCFD recommendations, the CDP,
and the Science-based Targets Initiative.®

A lot of these developments can be
attributed to the Japanese Government
Pension Investment Fund (GPIF), which
under its former Chief Investment Officer
Hiro Mizuno, resolvedly embraced ESG
concepts.” Due to the GPIF’s key standing
among Japanese investors, sustainable
finance has been transforming portfolio
management, climate-related financial risk
disclosure, and investment strategies across
the entire Japanese financial sector.” With
global and domestic investors pushing
for more disclosure of companies’ and
asset managers’ ESG performances, many
industry stakeholders are starting to move
away from mere virtue signalling, for
example by wearing the popular SDG pins,
as these actions do not automatically equate
to material policy changes.™"

In addition to investor-led measures, there
are also several concrete domestic policy
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initiatives being introduced or coordinated
by the Japanese government that will
likely accelerate sustainable finance, ESG
investing, and climate-related financial
risk disclosure over the coming months
and years. These include, among others, a
number of frameworks and guidelines to
improve the quality and quality of ESG-
related financial disclosure. The first
is the “Guidance for Utilising Climate-
related Information to Promote Green
Investment”, also known as the “Green
Investment Guidance”, by the Japan TCFD
Consortium, whose members include
government ministries, private and public
investors, as well as industry bodies and
civil society observers."” Building on
this trend towards better disclosure, the
Japan Exchange Group (JPX) published a
handbook for ESG disclosure to encourage
disclosure of information useful to investors
when making investment decisions."
Moreover, the Japanese financial sector
regulator, the Financial Services Agency
(FSA), recently published its second
revision of the “Principles for Responsible
Institutional Investors”, also known as
the “Stewardship Code”, which now
recommends that financial sector actors
should be “conscious in engagement with
respect to issues on sustainability including
ESG factors”.” Finally, the Japanese Ministry
of Environment updated its “Green Bond
Guidelines”, whose last edition dated 2017,
to bring the guidelines in line with current
market practices and also include green
loans and sustainability-linked loans in the
2020 edition."

These are positive signs that indicate that
most of Japan’s financial stakeholders have
become more aware of the importance of
sustainable finance and ESG investing.
Nevertheless, there remain numerous
challenges to fully transition towards a fully
sustainability-aligned financial sector.

Challenges to Future Sustainable
Finance Sector Growth

Some of the challenges that have been
described in the past pertain to the Japanese
economy'’s significant exposure to climate-
related physical and transition risks. Given
its heavy reliance on energy imports, in
combination with the shutdown of most of
its nuclear power capacities in the wake
of the Fukushima disaster, the Japanese
government has continued to promote coal-
generated energy as part of its domestic
energy mix and economic development
strategies in Asia. This affects investor
portfolios and companies alike, which
through their holdings and investments
are, for example, exposed to stranded asset
risks.” In recent months, Japanese investors
have come under increased pressure to re-
evaluate their fossil fuel-related assets,
especially coal-fired plants.”® These risks
were also addressed by Shinjiro Koizumi,
the Minister for the Environment, who has
been pushing for further restricting the
government’s support for coal-fired power.”
While initially met with resistance from the
Ministry of Economy, Trade, and Industry,
the latter has now announced that the
government intends to retire about 100 old
and inefficient coal-fired power plants by
fiscal 2030.%°

While these announcements point to shifts
regarding the evaluation of climate and
ESG-related asset-level risks, there are also
several barriers at the organisational level
that need to be addressed to fully scale
sustainable finance in Japan. The Tokyo
Metropolitan Government (TMG) asked
various stakeholders and experts about
their views towards issues regarding ESG
investment promotion.”’ Some answers
touch upon the lack of clear definitions
or standards of what activities and assets
align with ESG principles. The EU has been
addressing these greenwashing risks by
introducing a green taxonomy, which states
what criteria need to be met for an activity
or an asset to be considered green.”” Many
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Japanese stakeholders feel that the EU’s
standards are too rigid in a Japanese context,
and are promoting the concept of “Climate
Transition Finance Principles”, which would
also allow the funding of some fossil fuel-
related retrofitting activities.”

Besides these project-related concerns,
many TMG survey respondents also voiced
concerns as to the quality of ESG services in
Japan. They state that the integration of ESG
factors among Japanese institutions needs
to be improved by increasing engagement
between domestic investors and other
stakeholders, notably companies, both
domestic and overseas. Furthermore, they
would like better data and more granular
disclosure of material ESG risks and
impacts.” To implement these changes, the
government and Japanese financial sector
stakeholders need to create the internal
structures to foster capacity building, topical
expertise, and diversity. The Covid-19
pandemic has revealed some of these
existing inefficiencies in Japan’s corporate
governance structures, for example, the
strict adherence to hanko stamps, which
hindered broader remote working.” ESG
requires several paradigm shifts in terms of
institutional organisation, notably when it
comes to human resources. The complexity
of ESG matters, including TCFD-aligned
scenario modelling and risk disclosure,
ESG impact measurement, and portfolio
management, require sectoral experts and
teams composed of both financial and non-
financial experts. Furthermore, several
commentators have described the issue of
competence greenwashing, which describes
the situation of financial institutions or
individuals overstating or misrepresenting
their ESG-related skills or expertise.”*?
These constitute significant governance
risks, as the capacity to measure, report, and
verify (MRV) ESG-related risks and impacts
will directly influence the risk exposure and
performance of portfolios.

Yet, many Japanese organisations still
adhere to rotational models, wherein

employees often rotate between divisions
and departments. In addition, it is the
norm that Japanese students usually obtain
a quite holistic undergraduate education
at Japanese universities, and then receive
more specialised training upon entering
a company. In the area of ESG, this can
lead to severe capacity gaps and skills
shortages as most ESG professionals in
Japan have received no formal scientific
training. Therefore, the integration of
complex ESG factors in investment decision-
making, climate-related risk modelling, or
impact disclosure, has often been leading
to unsatisfactory disclosure, as voiced by
numerous stakeholders and experts.

In order to expand the capacity-building
opportunities in Japan, there are several
approaches that can subsequently lead
to better results in terms of broader ESG
integration across the Japanese financial
sector.

Embracing Societal
Transformations through
Capacity Building

Education and professional training and are
the most evident instruments in addressing
any existing ESG-related capacity gaps.
Nonetheless, quality programs that fully
incorporate ESG considerations and
sustainable finance beyond the basic CSR
elements remain rare, with Japan’s very
first regular full-time sustainable finance
course only having been introduced by Dr.
Kim Schumacher in late 2019.*® Ever since,
several other universities have commenced
offering similarly-themed courses, albeit
exclusively in Japanese language. Expanding
the overall offer of ESG-related courses
is laudable. However, there needs to be a
solid mix of Japanese and English-language
courses, given that practitioners and
professionals in the ESG space will have
to constantly engage with international
stakeholders given the transparency and
disclosure requirements mandated by many
sustainable finance frameworks.

13



B

Global Trends

14

Recently, universities and business schools
are becoming more aware of sustainability
issues and are either in the process of
introducing them or planning to add them.
In stark contrast to the rapid expansion
of sustainability-themed courses abroad,
sustainable finance and ESG investing
education in Japan, let alone in English,
remain largely non-existent apart from the
aforementioned course. Globally, leading
universities and business schools are now
integrating sustainable finance and ESG
investing courses throughout their regular
curricula and MBA programs, for example
those belonging to the Global Research
Alliance for Sustainable Finance and
Investment (GRASFI).” They do so in the
knowledge that they are both requested
by students and the industry alike.’”*' In
October 2019, the Financial Times listed
all of the major research and teaching
initiatives around sustainability by the
world’s major business schools.”

Japanese universities and business schools
have currently no proper sustainable finance
offerings for either students or professionals.
Hence, they risk being gravely misaligned
with the rapidly changing financial and
corporate sectors where accountability

frameworks, such as the TCFD, or initiatives
like the CDP, PRI, or the Stewardship
Code’s recent revision, which require the
incorporation of sustainable finance and
ESG investing elements across the entire
organisational value chain. These concepts
and their corresponding regulatory
frameworks need to be included in more
educational offerings. Apart from education
and professional training, capacity building
should also be fostered at the research level,
where funding of ESG-related research or
industry-academic collaborations is still
limited to few instances. There are some
positive trends, including a variety of
newly established programs and initiatives,
such as the Ministry of Environment’s
green bond research program or Nomura’s
announcement about the establishment of a
Sustainability Research Center.””** However,
in order to align Japan’s sustainable finance
activities with global best practices, the
catalogue of capacity building opportunities
needs to be vastly expanded to a level that
creates a pipeline of ESG experts who will
be able to properly implement all of the
upcoming changes regarding sustainable
finance, ESG investing, and climate-related
financial disclosure.
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