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|. Corporate Governance Reform Initiatives




I.1. Excerpts from JFSA’s “Financial Services Policy” (published on Sept. 26, 2018):
For Providing Better Financial Services in the Era of Transition

Changes surrounding finance

* Accelerating digitalization
* Declining population and aging
* Prolonged low-interest rate

environment

The JFSA, as “Finance

Nurturing Agency” aims at achieving

better financial services through

the following 7 initiatives:

The JFSA’s mission

Enhancing people’s welfare through:

* long-term personal asset building
* Sustainable growth of corporation

and economy

1. Responding to the accelerating digitalization: Finance Digitalization Strategy

2. Promoting long-term personal asset building

3. Promoting active capital market and securing market integrity and transparency

4. Securing effective financial intermediation and financial stability: the roles and responsibilities of

management and governance
5. Ensuring customer confidence: challenges in conduct and compliance

6. Contributing to global policy discussion and building global network

7. Reforming the JFSA

In this program year, with the aim of making its PDCA cycle more coherent, the JFSA prepared the integrated report by
combining its former reports, “Strategic Directions and Priorities” and “Progress and Assessment of the Strategic

Directions and Priorities”.




1.2. Excerpts from the FSA’s “Financial Services Policy” (published on Sept. 26, 2018):
Promoting active capital market and securing market integrity and transparency

Initiatives for strengthening
the function of Capital market

Developing an institutional infrastructure
Developing the asset of the market

management industr! Z —— * Adequate investment
[ Enhancing market oversight functions decisions

Stewardship Code * Constructive dialogue

- / with companies
Capital mproving disclosure o
market i i

l Ensuring confidence on audits
Asset owners, . Sustainable growth
Households of corporate value
over the mid- to
Long-term, regular and

long-term
diversified investment | ’ Corporate Governance Code

Returns from increased
corporate profits
(Investment, dividends, wages)

Customer-oriented business
conduct (High quality financial
services)

Financial services in
the aging society

Further promotion of Governance Reform and roles of institutional investors

~

» Held meetings of the Follow-up Council, and examined unwinding of
(Issued in Feb. 2014, ) . : . : :
cross-shareholdings, diversity of the boards, disclosure of voting

Revised in May 2017) . s .
The Corporate Governance Code records for each investee company on an individual agenda basis, etc.

(Issued in June 2015,
Revised in June 2018)
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The Stewardship Code

» Further promote Corporate Governance Reform through announcing
best practices of effective dialogues between companies and
investors as well as initiatives taken by companies.




1.3. Excerpts from the JFSA’s “Financial Services Policy” (published on Sept. 26, 2018)

3. Promoting active capital market and securing market integrity and transparency
(1) Further promotion of the governance reform

[Policy for the current program year]

Based on the revised Codes and “Guidelines for Investor and Company Engagement”,
we will hold meetings of the Follow-up Council for the following initiative, and publish results of its
review on best practices of effective dialogue between investors and companies as well as
initiatives taken by companies, aiming at further promoting the corporate governance reform.

Concerning corporate governance, the JFSA will review the current situation around business
management in consideration of cost of capital, initiatives for reducing cross-shareholdings,
progress in ensuring the diversity of the board in terms of gender and international experience, etc.
= Concerning asset managers, the JFSA will review the current status of disclosures of voting
records for each investee company on an individual agenda basis, the use of proxy advisors,
progress in effective dialogue with companies, from the perspective that voting rights should be
exercised in a way to contribute to sustainable growth of investee companies.

Concerning asset owners, the JFSA will review initiatives taken by corporate pension funds and
their sponsoring companies for the purposes of supporting stewardship activities of corporate
pension funds and encouraging them to effectively perform their functions.



1.4. Overview of the Revision of the Stewardship Code

May 2017

O In order to deepen Corporate Governance Reform from “Form” to “Substance”, it is important that
institutional investors have constructive dialogue with investee companies.

O In this light, the Code was revised to encourage asset managers to strengthen their governance and
management of conflicts of interest, and clarify the roles of asset owners, including pension funds.

Stewardship Code
(Principles for institutional investors)

Corporate Governance Code
(Principles for companies)

Investment Investment Investment
> 4 >
Ultimate Asset Owners Engagement Asset Managers Constructive dialogue from Listed
beneficiaries (Pension funds, etc.) Monitoring mid- to long-term perspectives’ | companies
<€ N <
R rn R rn Advice on whether to vote
etu e for or against proposals Return
Proxy advisors\
----------------------------- I [ —

of asset owners

* Clearly specifying what issues
and principles asset owners
expect from asset managers

* Effective stewardship activities

* Strengthening asset managers’ governance and
management of their conflicts of interest
(establishment of third-party committees, disclosure
of policy for managing conflict of interests, tec.)

* Proactive dialogues in passive management

self-evaluation

* Ensuring that the management of institutional investors have appropriate capability
and experience to fulfill their stewardship responsibilities

* Enhanced disclosures of voting records (by company and by each agenda)

* Self-evaluation/disclosure on the implementation status of the Code by asset
managers, and effective monitoring of asset managers by asset owners by using such

\' Allocating

sufficient
resources when
providing advice

To deepen Corporate
Governance Reform
from Form to Substance

ncrease of mid-
to long-term
......... returns........

ncrease of mid- to
. . . long-term corporate
............................... To.realize a.virtuous cycle for the entire Japanese Economy... . ... ... value




1.5. The revision of the Corporate Governance Code and establishment of
“Guidelines for Investor and Company Engagement”

Issues around the corporate
governance reform

Decisive management decision

Strategic and systematic investments
in fixed assets, R&D, and human
resources
Objective, timely and transparent
appointment/dismissal of CEO

Ensuring diversity in the board

Reducing cross-shareholdings

Improving expertise of
corporate pension funds

(June 2018)

Key points of the revised Corporate Governance Code and

“Guidelines for Investor and Company Engagement”

(>€)

e Making decisive management decisions on such matters as

reviewing of the company’s business portfolio, and clarifying the

relevant policies based on such decisions
e Accurately identifying the company’s cost of capital

¢ Implementing strategic/systematic investments in property, plant and

equipment, R&D, and human resources

¢ Developing/implementing appropriate financial management policies

including those on the use of cash on hand

e Establishing an objective, timely and transparent process to
appoint and dismiss CEO (e.g. using the independent Nomination

Committee)

e Ensuring that the board is equipped with sufficient knowledge,
experience, and skills to appropriately fulfill its roles; and ensuring
the diversity of the board (gender, international experience, etc.)

e Reviewing objectives of cross-shareholdings and benefits/risks of
such holdings, and clarifying its policy on cross-shareholdings

* Sponsoring companies’ efforts on recruiting and assigning
gualified persons who contribute to increasing investment
management expertise of corporate pension funds

(%) The Corporate Governance Code was revised to address these key points. Furthermore, “Guidelines for Investor
and Company Engagement” were established to improve the effectiveness of dialogue (engagement) between

institutional investors and companies.



1.6. Recent development of corporate governance in other countries

Corporate Governance Code

OUK: Revised in June 2018
<Key changes>
1)With respect to the principle which requires at least half the board to be independent directors, the special
exemption for non-FTSE 350 companies (requirement of at least 2 independent directors)
was removed.
2) Remuneration Committees should ensure that directors’ remuneration reflects business results, and clarify the pay
ratio compared to workforce remuneration, etc.
3) Board evaluations by third parties should be regularly conducted; and FTSE 350 companies should conduct such
evaluations at least once in every 3 years.
4) When more than 20% of votes have been cast against a resolution, the Code specifies that the company should
disclose what action it intends to take.
OSingapore: Revised in August 2018
1) The definition of independence of a director was clarified; and the independence is to be reinforced by
reducing directors’ shareholding ratios of the company.
2) At least one-third of the board should consist of independent directors (effective from 2022); in case the board
chair is not an independent director, the majority of the board should be independent directors (before revision:
half the board)

Stewardship Code

OAccelerated introduction of the Stewardship Code in Asia
=2014: Japan, Malaysia
»2016:Singapore, Taiwan, Hong Kong, Korea
=2017: Thailand
QUK : Working on the revision of the UK Stewardship Code, taking public comments into account



I.7. Summary of UK FRC’s Annual Report on Corporate Governance

0 UK Financial Reporting Council (FRC) published its annual report 2017/2018 on corporate
governance and stewardship in Oct. 2018.

Summary of the Report
[Implementation Status of the UK Corporate Governance Code] \

As for the requirement for the minimum number of independent directors, while the compliance ratio
(at least half the board) among FTSE 350 companies accounted for 97%, the compliance ratio (at least
2 directors) among SMEs accounted for 87%, indicating the necessity for further improvement.

At annual general shareholders meetings (AGMs) of FTSE 350 companies (held during the period from
Oct. 2017 to Aug. 2018), there were 144 resolutions with 20% or more votes against proposals of the
board, and 10 out of them did not pass. Resolutions with significant opposition are: 56 resolutions on the
election of directors (1 did not pass), and 54 resolutions on directors’ remuneration (6 did not pass).
Although such companies disclosed their explanations on the rejected proposals according to the
relevant Principle of the Code, only few explained in detail. Out of 134 resolutions passed at the AGMs,
there were 28 resolutions, on which the companies did not announce how they intended to address
shareholder concerns. According to the revised 2018 Code, effective from 2019, companies should
announce what actions they intend to take within 6 months from AGMs, and disclose final results in
their annual report or AGMs in the next year.

[Future development]

= The UK Stewardship Code is expected to be revised in late 2018 or early 2019, and refer to stewardship
responsibilities of key players, including asset owners, asset managers, proxy advisors, and investment
consultants.

Stewardship is not limited to dialogue (engagement) between companies and investors, but involves the
entire investment chain that includes asset owners, asset managers, and ultimate beneficiaries. /

\ 9

Source: Annual Review of Corporate Governance and Reporting 2017/2018, Financial Reporting Council




Il. Initiatives under the Corporate Governance Code

1. Managing business in consideration of cost of capital



I.1. Managing business in consideration of cost of capital: Approach to cost of capital

< General formula of cost of capital >

Cost of Equity (using CAPM) WACC: Weighted Average Cost of Capital

Calculated by adding risk premium to risk-free rate, Calculating weighted average of cost of debt

where such risk premium is calculated by (usually equals to contractual interest on interest-
multiplying market risk premium by a stock’s bearing debt) and cost of equity, by applying
relative volatility (B) in the market market value of each

Re =R; + B(Ry—R;) WACC=cost of debt X (1-tax rate) X % debt

S .
R, : Cost of equity + cost of equity X % equity

R :Risk-free rate
Ry : Expected return from the market as a whole
Ry — R : Market risk premium

Source: Prepared by JFSA based on Shinji Nakamura “Revision of Corporate Governance Code and Cost of Capital” Shoji Homu vol. 2174 (Aug
5/15, 2018)

[Reference: B by industry]

Electric Wholes | Pharma Transp Real
ity/Gas ale ceutical ort Estate
equipm
ent

0456 0458 0543 0622 0.715 0892 0939 1011 1.057 1182 1077 1234
Source: Takeyuki Ishida “Underlying Idea Behind ISS Proxy Advisory Policy” Table 4, Shoji Homu vol. 2176 (Sept. 5, 2018)
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Il. Initiatives under the Corporate Governance Code

2. Fulfilling the Board’s responsibilities
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11.2. Fulfilling the Board’s responsibilities: (1)Nomination & Remuneration Committees

[ Despite a moderate increase in the number of companies with statutory or optional
Nomination Committee and/or Remuneration Committee, such companies account for
only around 30% of all listed companies listed on TSE First Section .

70%

60%

50%

40%

30%

20%

10%

0% -

[% of Companies with Nomination Committee

(TSE First Section)]

] (Reference) 70%
l l + Statutory : Optional
61.2%
4 60%
. 50%
- 40%
0,
31.8% 34.3% 52.4%
. 27.1% 30%
] 20%
28.6% 31.4%
10.5% 24.0%
. 10%
7.8%
8.8%
2.7% 3.1% 3.2% 0% -
2015 2016 2017 2018 ‘ 2018 ‘
TSE First Section JPX Nikkei
400

Source: Tokyo Stock Exchange

[% of Companies with Remuneration Committee
(TSE First Section)]

(Reference)
I I:Statutory : Optional 63.7%
37.7%
o)
34.9% 54.9%
29.9%
31.7% 34.9%
13.4% 26.7%
10.7%
8.8%
2.7% 3.1% 3.2% 2.9%
2015 2016 2017 2018 ‘ 2018 ‘
I I
TSE First Section JPX Nikkei 400
13



I1.2. Fulfilling the Board’s responsibilities:
2) Attributes of Chairpersons of the Board and Nomination committee

O In more than 80% of all companies, either Executive Chairperson or President serves as
Chairperson of the board. Meanwhile, in a half of companies with Nomination
Committee, an independent director serves as Chairperson of the Committee.

Attribute of Chairperson of the Board Attribute of Chairperson of Nomination Committee

0.6
(%; N=361) 95 23 (%; n=169) 2.9
9.4 ‘
1.8
2.9
® President .
® Chairperson (executive) u Pre§|dent .
m Chairperson (non-executive) m Chairperson (executive)
» Independent Director B Chairperson (non-executive)
Other © Independent Director
No response Other

No response

Source: Egon Zehnder Corporate Governance Survey Results 2018
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Il. Initiatives under the Corporate Governance Code

3. Cross-shareholdings

15



I1.3. Cross-shareholdings: (1)-1. Recognition of the need for reduction

O Out of 56 companies which answered “Reduction is difficult due to the business
relationship” with respect to their cross-shareholdings, 80.4% recognize the need for

reduction, in response to the revised Corporate Governance Code.

Policy on Cross-shareholdings Reason for need for reduction

(companies which answered “reduction is difficult”)

(%; N=361) (%; n=56)

8.3
Need for reduction

increased due to the
revision of the Code

Because we cannot
explain the rationale of

cross-shareholdings to . A

institutional investors

29.4
9.7

Not sure / no response I 12.5

B Wwe will work on reduction.
Reduction is not really necessary as returns exceed cost of capital.
As there are no shares which must be reduced, we have no specific plan.
m Reduction is difficult due to the business relationship. (Multiple choices permitted)
No response

0 20 40 60 80 100

Source: Egon Zehnder Corporate Governance Survey Results 2018
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11.3. Cross-shareholdings: (1)-2. Opinions focusing on finance of the companies

/’

Impairment risk

Listed
company A

Assumptions:
- Effective tax rate: 30%
*B will return 100% of profit from A

Profit 100

to shareholders

Liquidity-related cost

Corporate tax, etc. A30

Dividends 70

Tax-related cost

(Note)
Exclusion of dividend received<

from gross revenue

N—

Corporate tax, etc. A30

Dividends 70

Listed
company B

[ Exclusion from gross revenue +14 (20%) J

Inclusion in gross revenue  +56 (80%)
= Corporate tax, etc. (*)

(*) 16.8=56 X30%
53.2

A16.8

Dividends

(Note) Classification of shares subject to exclusion from gross revenue (after tax law change in 2015)

Shares of wholly owned subsidiary (ownership: 100%)

Full amount of dividends

Shares of affiliated company (ownership: more than 1/3 to 100%)

Full amount of dividends
—deduction of interest on borrowed funds

Other shares (ownership: more than 5%, less than 1/3)

Amount of dividends x 50%

Shares not for controlling purpose (ownership: 5% or less)

Amount of dividends x 20% .




Il. Initiatives under the Corporate Governance Code

4. Ensuring confidence on audit
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11.4. Ensuring confidence on audit: (1) Overview of Recommendations from
the “Advisory Council on the Systems of Accounting and Auditing” (published on March 8, 2016)

1.Reinforcing management of audit firms

N\

® Audit Firm Governance Code

(Development of principles for organizational operations of audit firms,
disclosure of status of compliance with the Code)

® Improving environment for increasing the number of audit
firms conducting audits of large listed companies

(Improving the quality of audits by major audit firms and second-tier
audit firms by implementing the Code)

2. Enhancing information on audit to shareholders, etc.

® Enhancing corporate disclosure regarding audits
(Improving disclosure of audit in Securities Reports, etc.)

® Enhancing information provision regarding audit details
(Enhancing information provision by audit firms and authorities;
ensuring transparency of auditor’s reports; enhancing disclosure of
reasons for replacement of auditors, etc.)

4. Assessing audit quality from viewpoints of third parties

® Ensuring independence of audit firms
(Conducting survey on auditor rotation system)

® Enhancing inspection/oversight by regulatory
authorities

(Improving timeliness & effectiveness of CPAAOB’s inspection;
reviewing the supervisory framework for audit firms, etc.)

® Enhancing self-regulatory function of Japanese
Institute of Certified Public Accountants (JICPA)

(Revisiting quality control review, etc.)

5. Improving environment for high-quality audit —\

3. Strengthening ability to detect corporate fraud

® Strengthening Individual CPAs' Ability and Exercising
Professional skepticism as an organization

(Improving on-the-Job training and education/training on how to deal
with fraud, etc.)

® Conducting audits focusing on risks of fraud
(Ensuring implementation of audit standards, and standards to address

® Utilizing IT in audit (JICPA continues study)
® Other (Conducting study on the examination system and

® Strengthening corporate governance of companies
regarding audit
(Establishing criteria for selecting/evaluating auditors; securing
the independence/effectiveness of the board of corporate
auditors or kansayaku board; securing appropriate time for
auditing)

® Ensuring effective internal control in companies

(Implementing the internal control reporting system, and
verifying the effectiveness)

fraud, etc.) professional accountancy education program) )
Creating an environment where audit firms, which provide high-quality and transparent audit services h
under the effective management, are valued and selected
= Reinforcing incentives for providing high-quality and transparent audit services;
continuously improving the quality of audit in the entire market. Lo/




11.4. Ensuring confidence on audit: (2)-1. Sample of Auditor’s Report

[Current]

Independent Auditor’s Report

To. The board of directors of
XX Company
OO Audit Firm

Designated Partner

Engagement Partner CPA OO Sseal

Pursuant to Paragraph 1 of Article 193-2 of the Financial
Instruments and Exchange Act, we have audited the consolidated
financial statements for the period from MMDDYY to MMDDYY,
consisting of ...., provided in “Financial Information”.

Management’s Responsibility (omitted)

Auditor’s Responsibility (omitted)

Auditor’s Opinion

In our opinion, the financial statements present fairly, in all
material respects, the financial position of XX Company and its
subsidiaries as of MMDDYY, and its performance and cash flows for
the fiscal year then ended, in accordance with accounting principles
generally accepted in Japan.

[After the Revision]

Independent Auditor’s Report

To. The board of directors of

XX Company
OO Audit Firm

Designated Partner

Engagement Partner CPA OO Seal

Auditor’s Opinion (omitted)
Basis for the Opinion (omitted)

Key Audit Matters (See attached sheet)

[Example 1] Impairment of fixed asset

O Matter: The Company reported an impairment loss for XX
million yen with respect to ....

O Reasons: Because it contains a subjective management
judgment and material accounting estimates, we judged it
should be treated as a Key Audit Matter.

O Approach to the Matter: We examined .... Our procedures
include ...

[Example 2] Valuation of goodwill

Interests (omitted)

END [

Responsibility of Management and Kansayaku, etc. (omitted)

Auditor’s Responsibility (omitted)

Interests (omitted)

END [

20



I1.4. Ensuring confidence on audit: (2)-1. Trial sample of description on Key Audit Matter

Key Audit Matter (KAM) and Reasons Auditor’s Approach to KAM

Impairment valuation of store assets

O Description of Key Audit Matter

The balance of fixed assets as of March 31, 2017 is xxx
million yen. As described in the Note, the Company and
its subsidiaries reported an impairment loss from
buildings of the company-owned stores, etc. in the
consolidated accounting period ended on March 31,
2017.

O Reasons for judging it as a Key Audit Matter

With respect to @ @business run by the Company and
its subsidiaries, the business climate continued to be
tough due to the deterioration of the supply-demand
balance in the labor market and the slowdown of
consumer spending. In such an environment, among
stores with deteriorating operating results, when the
Company judged that book values of store assets cannot
be recovered, the Company recognized an impairment
loss from such fixed assets. In judging the recoverability,
future cash flows of the stores are used. The estimation
of future cash flows of the stores involves such material
accounting estimates as subjective management
judgments on revenue growth, sales promotion
programs, and the effect of cost saving programs, as well
as the uncertainty which cannot be proved. Accordingly,
we judged this matter as a Key Audit Matter.

O Auditor’s approach to the Key Audit Matter

We obtained the future cash flows of stores with
deteriorating operating results, and examined the
method of estimation by the management and the base
data. Our procedures concerning the method of
estimation by the management and the base data
include the following:
= Asked assumptions (on revenue growth, etc.) used by
the management
* In order to measure the effect of sales promotion
programs and cost savings programs, review the past
programs and its results
* Compared the store budgets with the results of the
current year, to examine the reasonableness of the
assumptions for estimation by the management
= Set the amounts estimated by us or acceptable range in
order to evaluate the amounts estimated by the
management, and checked whether there were
significant differences with the management’s estimation

We judged that the management’s estimation related
to the future cash flows of the stores was supported by
available evidence.

Source: Prepared by JFSA based on the material submitted by the Japanese Institute of Certified Public Accountants to the 39the meeting of the
Audit Standard Committee of the Business Accounting Council on Nov. 27, 2017



Il. Initiatives under the Corporate Governance Code

5. Improving information disclosure
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I1.5. Improving information disclosure:
(1)-1. Improving financial and narrative (non-financial) information (a)

Business Strategy/Business Model | <Opinions from institutional investors>

O To make mid- to long-term investment decisions, we [investors] need corporate disclosures of business strategies and
long-term risk information which help evaluate a company’s future potential, in addition to disclosures of financial
information which is the information on past performances.

O To evaluate a company’s future potential, we [investors] would like to know the essence of strategic thinking and/or
mid-term goals.

O Narrative information should not be a mere list of information, but should be provided in a way that it is significantly

linked with financial information. Example of disclosure by a Japanese

BT Group (UK)’s disclosure on business strategy (Strategic Report) company (fiscal year ended in March 2017)

Concerning the future economic climate, while a moderate
recovery trend continues owing to strong corporate earnings, there
will still be uncertainties, including possible impact of the political
management in the US and political situations in Europe.

Relationship between » Specific initiatives and priorities for each strategy
business objectives/goals * Definition of key management indicators and

and strategies actual results

1 goul.

volume and shortage in domestic labor supply in the context of the
rapid growth of the market, the business environment surrounding
our company has been rapidly changing. We expect that this trend
will continue in the future and thus the business environments will

e o | Furthermore, with a more-than-expected increase in sales
Ous o o8t

remain tough.

Customer experence growth our costs. X v . . . .
@aaga e By A Under such circumstances, in the fiscal year ending March 2018,
; ‘ e et i with respect to XX business, we will implement a structural reform
; i v - Jerent st 3 -~ -~ -

: by improving the work environment, controlling total sales volume,
: TR reviewing logistics, and revising charges, and redesign our business

model in a way to fit the future. Our company will internalize a

h e oot 3o commitment to promote the “reform of working practices” and
Other: . . : “reform of business structure”, and reinforce the foundation for
* Explanations based on the business

model o e EEEEE o sustainable growth.
n'—

As the targets of consolidated financial results, we aim at

* Management resources (finance,
achieving operating revenue of X billion yen, operating income of X

human resources, assets, R&D,

brand power, etc.) S billion yen, and operating profit margin of X %.
* Information on risks relating to I . Specific details of the mid-term growth strategy are under
strategies and the business model discussion, taking into account the above-mentioned structural

reform.



I1.5. Improving information disclosure:
(1)-2. Improving financial and narrative (non-financial) information (b)

Management's Discussion and Analysis of Financial Conditions, .. . . . .
MD&A ! Rosulte of B G e Cash‘{qows) <Opinions from institutional investors>

As for disclosures by some Japanese companies, we [investors] feel that the management’s explanations on their
business environment as well as segment information (by region/division) are not sufficient.

Without explanations by relating business results to business strategies, long-term plans, and business environment, we
cannot evaluate the management’s competencies or the appropriateness of risk-taking.

Explanations from the management (MD&A) linked to accurate financial information are essential for checking the
appropriateness of business strategies of a company.

O O O O

To understand a company’s strategies and business environment, CEO’s view is very informative.

Example of disclosure by a Japanese
company (fiscal year ended in March 2017)
Rolls-Royce’s business review by segment (Civil aerospace segment) (1) Analysis on business results

(Sales)
| Market review Sales for the current consolidated fiscal year declined to XX
yen (decreased by XX yen, down by X% YoY) due to the yen’s

* Market trend appreciation. The breakdown by destination was as follows:

« Business risks domestic sales XX yen (decreased by XX yen, down by X%
—— . YoY) and overseas sales XX yen (decreased by XX yen, down

* Competitors by X% YoY). Looking at sales by product, sales of XX declined
E — * Business 1 to XX yen (decreased by XX yen, down by X% YoY) due to a
decrease in shipment volume as well as the yen’s appreciation.

Business review

£71

opportunities

i | (Operating income)

! Operating income was XX yen (decreased by XX yen, down

by X% YoY). This is because the effect of cost savings was

0O, e more than offset by the yen’s appreciation and an increase in
: ; T R&D expenses.

S (Ordinary profit and profit attributable to owners of parent)
Ordinary profit was XX yen (decreased by XX yen, down by
. . ' X% YoY), after recording share of profit of entities accounted
Operational Review for using equity method for XX yen and reducing interest
YoY comparison of sub-segment results, factors/ J ; expenses for XX yen, foreign exchange loss for XX, etc. Profit
background of changes in operating results, sales attributable to owners of parent declined to XX yen
composition (table), explanations on cash flows and ' (decreased by XX yen, down by X% YoY) mainly due to posting
assets, progress in investments/business, outlooks, etc. extraordinary loss from business structure improvement costs
and corporate tax for XX yen.




I1.5. Improving information disclosure:
(1)-3. Improving financial and narrative (non-financial) information (c)

Risk information | <Opinions from institutional investors>

O While Japanese companies have disclosed risk factors, only few companies have disclosed specific
impacts of such risks and countermeasures for mitigating such risks. It is desirable to discuss risks on
corporate activities by referring to the relationship with the future prospect of economic trends.

O In making investment decisions, it is important for us to obtain information that helps identify risk factors,
uniqueness of risks and estimated changes in risks.

O The management should conduct strategic discussion and analysis of key risks, which the management
identified, by relating them to risk management.

Rolls-Royce’s disclosure of risk information

Risk management enables our strategy

ﬂ Operational excellence

© priosmesroR 2017 0N pace 13 Relationship with business strategy

Disruptive technologies + Horizon and emerging technology scanning, and understanding
and business models our competitors, including paten es

Distuptive technologies, new entrants |+ Investing in innovation and new technologies (see page 9)

with alternative business models ‘ocusing on enhancing our skills and capabilities to maintain our

or distuptions to key markets or te y leadership (see page 41).

customers could reduce our ability + Forming strategic partnerships and conducting joint research

towin sustainable future business, programmes

achieve operating results and realise | + Establishing our digital business

future growth opportunities. This principal risk is subject to review by the Science & Technology
Committee.

Product failure + Ensuring a culture that puts safety first

Product not meeting safety - Applying our enginee design and validation process from initial

expectations, or causing significant design, through p nd into

impact to customers or the - Reviewing the scope and effectiveness of the Group’s product

orndvonmant thronioh Fiban afatv noliciac tn ancuire that thov anarate tn the hinhact inductry

Change in risk level
0 Increased
@ Decreased

® static

o New risk

Change in| Strategic
Risk or uncertainty and potential impact How we manage it M risklevel | priorities

- Strategic planning o

process

- Investment review n

committee

- Digital board
+ Research &

technology board

+ Product safety

review board @

+ Quality compliance
audit n
- Engineering

tachnical audit

Key risks/uncertainties, countermeasures, division in charge

Changes in risk

Technological innovation, change in business model, product deficiency, etc. level

Example of disclosure by a Japanese
company (fiscal year ended in March 2017)

(1) Trend of global economy, social changes, and
changes in laws and regulations and tax system
Development of global economy, social changes,
and changes in laws and regulations and tax system
may cause impacts on businesses of the entire
Group.

(2) Exchange rates

Changes in exchange rates may, in particular,
affect the Company’s sales from export and
purchases of imported materials in US dollars or
Euro, as well as sales from export and purchases of
imported materials at our production facilities
located in Asia which are settled in currencies other
than the one used in the country.

(3) Market price of stock
A drop of stock prices may lead to a loss on
valuation of securities with respect to marketable
stocks held by the Company, as well as an increase
in retirement benefit expenses due to a decrease in
a fair value of pension assets.



I1.5. Improving information disclosure: (3)(4)-1 Easy-to-understand disclosures
the use of tables, graphs, photographs, etc.

Examples of active use of tables, graphs, photographs, etc. for easier-to-understand disclosures
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Source: Mitsui & Co., Ltd. “Securities Report” (Fiscal year ending March 2019) Source: Mercari, Inc. “Securities Registration Statement”
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I1.5. Improving information disclosure: (3)(4)-2 Easy-to-understand disclosures

on cost of caeital

Example of easy-to-understand disclosure on the management’s view on the ideal balance of
growth investment, cash reserves and shareholder returns, as well as the view on cost of

capital.
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Ill. Initiatives under the Stewardship Code

1. Investors’ initiatives
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l1I.1. Investor's initiatives: (1)(2) Major initiatives in response to the revised Stewardship Code

Disclosure of voting records for each investee company on an individual agenda basis —

B The number of asset managers, which disclosed their voting records by company and
by agenda, has significantly increased (104 asset managers as of end-Oct. 2018).

Some of them also provided reasons for casting “against” votes. )

Establishment of third-party committees by asset managers \

B An increasing number of large Japanese asset managers established third-party
committees which oversee the exercise of voting rights to manage conflicts of interest.

J

Asset owners’ stewardship activities N

B In June 2017, Government Pension Investment Fund (GPIF), an asset owner,
established “Stewardship Principles” and “Proxy Voting Principles” for asset managers
which invest GPIF’s funds. GPIF also requested the asset managers to disclose their

voting records for each investee companies on an individual agenda basis.
(Note) These Principles require asset managers to develop mechanisms, including the establishment of a third-
party committee, to manage conflicts of interest, and exercise their voting rights in accordance with the
Corporate Governance Code.

\l Some corporate pension funds signed up to the Stewardship Code. )

Disclosure of stewardship activities

N\

B An increasing number of institutional investors have disclosed reports on their
stewardship activities including examples of dialogue (engagement) as a part of self-
evaluations of their stewardship activities.
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l1I.1. Investor's initiatives: (3) Disclosure of stewardship activities by institutional investors

O While most institutional investors updated their disclosure items corresponding to the
revisions of the Code, only a limited number of institutional investors have disclosed
reports on their stewardship activities, including their engagement with investee
companies.

Update of discl it di . .
e Reports on Stewardship activities

m Updated m Not yet updated m . Issued 1 Notissued / unknown

Source: Prepared by JFSA based on information (on websites, etc.) on 233 institutional investors which accepted the Stewardship Code by end-Aug. 2018 30
(aggregated data on Oct. 31, 2018)




Ill. Initiatives under the Stewardship Code

3. Other
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111.3. Other: Examples of institutional investors’ voting criteria or recommended criteria

In case a company did not nominate Unless at least one-third of the
multiple outside director candidates,board comprises outside

vote against all director candidates. directors after AGM, vote
against the proposal on election
of representative director

Number of (President, etc.).
outside directors

In case the new total number of In case the total number of
directors after an increase of directors exceeds 15, vote

. directors is 21 or more, vote against against the proposal on election
CLEICRIPIR | girector candidates. of directors.

(number of

directors)

= If ROE has been lower than a 5% threshold |f it is deemed that poor

for 5 consecutive years, and the business results as a
improvement cannot be expected, and itis consequence of directors’
judged that leadership is responsible for ~ mismanagement during their
mismanagement, vote against re-election of service caused a significant loss
representative director. of shareholder value, vote

*If a company has reported losses for 3 against re-election of directors.
consecutive years, and the improvement  ?QPoor business results: Income
cannot be expected, and it is judged that ~ from investments continues to
leadership is responsible for be significantly low (constantly
mismanagement, vote against re-election of low ROE), etc.

directors.

N/A

Capital policy

In case it is deemed that the
rationale of cross-shareholdings

Cross- has not been sufficiently
shareholdings explained, vote against re-
election of directors.

In case of Companies with Kansayaku Board, In case of Companies with
unless there are at least 2 outside directors  Kansayaku Board, if the
after AGM, vote against a director candidate combined number of

at the top management. directors and kansayaku
(Effective from Feb. 2019, in case of (corporate auditors) on the
Companies with Three Committees (i.e. audit, boards fails to meet the one-
nomination and remuneration committees) third independence

and Companies with Supervisory Committee, threshold, vote against

unless at least one-third of the board chairperson candidate (or
comprises outside directors, vote againsta  President or equivalent)
director candidate at the top management.)

N/A In case a board has fewer
than 5, or more than 20
directors, vote against a
director candidate who is the
company’s Chairperson/
President or Nomination
Committee chair (of a
Company with Three
Committees)

In case of Companies with Kansayaku N/A

Board, if the average ROE for the past

5 years is lower than 5%, and a

prospect for improvement is not

observed, vote against a director

candidate at the top management.

(Effective from Feb. 2020, outside N/A
directors and outside kansayaku
(corporate auditors) form cross-
shareholders will be judged as not
independent.)

Source: Prepared by JFSA based on each company’s website. Data at the time of their AGMs in June 2018. Matters in the brackets refer to planned changes 32



I11.3 Other: Regulations on proxy advisors in other countries

| legalBasis | Overview

The following provisions are included:
Corporate Governance 1. Registration with SEC (organizational form, management of conflict of interest)
2. Requirement for assigning Compliance Officer
Reform and Transparency 3. Requirement for providing companies with a prior opportunity to review and
Act of 2017 comment on proxy advice
(under Senate deliberation) 4. Requirement for filing the annual report containing the number of agendas on
which a proxy advisor provided advice, the number of staff members, etc.

As a part of fiduciary duties, the following is required:

1. Ensuring an investment advisor has capabilities (human resources, structure, etc.)
for sufficiently analyzing agendas

Oversight of proxy advisors

SEC’s guidance for

investment advisors
(2014) 2

Member states must implement regulations, including requirements for Proxy Advisors

Slalenelieers g to make annual disclosures on the following information related to their proxy advice:

Directive 1. Essential features of the approaches (methodologies, models) they apply
(Entry into force June 10, 2017; 5 = prgocedures to ensure the quality of proxy advice (including qualification of staff
member states must have the involved)

requirements implemented in

Whether they take r latory an mpany-specific circumstan int nt
national laws by June 10, 2019) ether they take regulatory and company-specific circumstances into accou

Essential features of voting policies they apply for each market

The extent of dialogue with companies

Policy on the management of conflicts of interest, etc.

Reference) In response to the request from the European Securities and Markets Authority (ESMA),
BBP Group, a body consisting of proxy advisors, developed principles concerning proxy advisors’
advisory services (Best Practice Principle) in 2014.

RGP

—_

Principle 6 stipulates that institutional investors should disclose the use of proxy advisors

services, if any.

2 The FRC Monitoring report 2016 expressed concerns about merely formal approaches (e.g. box-
ticking approach) taken by proxy advisors, and recommended that institutional investors should take
into account broad-ranged circumstances which can be confirmed.

Stewardship Code
(Latest revision in 2012)
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111.3 Other: The management’s participation in engagement activities (dialogue)

absolute number of such companies is still small.

O Despite an increasing trend in the number of companies, whose management and
executives participate in dialogue with institutional investors, it is pointed out that the

<Average number of dialogues per year (companies)>

250
Top management Directors/Executive Officers Person in
(Chairperson/CEO) (excluding top management) charge of IR
200
150
140.0
136.2 143.5
100
50
31.7 33.8 42.0
0 13.8 15.4 18.6
2015 2016 2017

Source: Prepared by JFSA, based on FY 2015, 2016 & 2017 The Life Insurance Association of Japan Survey “Approaches toward Enhancing Equity Values”
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I11.3 Other: Perceptions of Companies and Investors (a)

O While both companies and investors perceive that they had constructive dialogue to a certain extent, a

few of them perceive such benefits as awareness or changes as a result of dialogue.

<Perception on whether they had meaningful dialogue which contributes to increasing mid- to long-term equity value

(companla%séf/ﬁl r]vestors) m Companies

B Investors

60% a. Sufficiently had such dialogue
b. Had such dialogue to a certain extent
40% c. Did not really have such dialogue
d. Rarely had such dialogue
0% .89 16.5%
6.4% 5.2% 9.39%
‘ 0.9% 1.9‘V.
0% - . .
a b C d No response

<Perceived benefits from dialogue (companies/investors)>

a. Enhancement of discussion from the mid- to long-term perspective d. (companies only) Awareness that can be applied to

(business strategies, etc.) business management
b. Enhancement of discussion on non-financial information (ESG, etc.) d. (investors) Change/improvement of companies as a result
c. Deep understanding of the other’s ways of thinking; mutual of dialogue
understanding e. Nothing in particular
f. Other
Q,
100% - -
80% Companies Investors
60%
40%
0, Q,
20% 1.99 1% 1.0%  24%7.2%
0.7%
0% wessd : v
e f No response

Source: FY2017 The Life Insurance Association of Japan Survey “Approaches toward Enhancing Equity Values”
* Survey period: from Oct. 4, 2017 to Nov. 6, 2017, Respondents: 581 listed companies and 116 institutional investors
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I11.3 Other: Perceptions of Companies and Investors (b)

0 While investors place emphasis on the involvement of the company’s management in
dialogue, companies are concerned about investors’ “short-termism”.
gue, p

<Companies’ issues in conducting dialogue (investors)>

50%
. 39.2%
40% 32.0% 34.0%
30% a. What was announced to investors is different from
19.6% the company’s real intent (double standard)
20% 12, 4% 13 4% 11.3% b. Top managementis not involved in dialogue
=270 c. What was discussed during dialogue is not reported to
0% 5. 2% the management
. d. Disclosure is insufficient
0% e. Thereis no dedicated personnel for dialogue
a d g Noresponse f.  Nothingin particular
g. Other

<Companies’ issues in conducting dialogue (companies)>

60%

52.0% a. One-sided proposals and requests to companies
50% 41.5% b. Analysis and understanding of the company are shallow
20% c¢. Implementation of dialogues based only on short-term
themes
30% 24.4% d. Too many superficial dialogues to generate
17. 6% performance results
0,
20% o 1(y e. Proposals that seem to neglect other stakeholders
o 0 f. Do not respond to dialogues
10% 3. 14’ 0. 3cy 3. 3% 2. 9% g. None in particular
0% h. Other
f g h No response

Source: Prepared by JFSA, based on FY2017 The Life Insurance Association of Japan Survey “Approaches toward Enhancing Equity Values”
* Survey period: from Oct. 4, 2017 to Nov. 6, 2017, Respondents: 581 listed companies and 116 institutional investors 36




I11.3 Other: Perceptions of Companies and Investors (C)

[ Investors expect enhanced disclosure items and outside directors’ fulfillment of their roles.

<Disclosure items which need to be enhanced (investors)>

60%
50%
40%
30%
20%
10%

0%

a. Evaluation of effectiveness of the board

b. Policy for compensation for board members
49.5% c. Policy for designating board members

d. Training plan for successors, such as for CEO

43.3%
0 41.2% I 41.2% e. Analysis of business performance/outlook of
f

management
f. Reasons for selecting and state of activities of
23.7% outside board members
g. Non-financial information such as
15:5% 13.4%
7.2%
21% 1
[ -
b C d e g h i

environment (E), society (S), etc.
7.2% h. Supplementary/detailed data related to
.0% . account settlement
—_— i. Nothing in particular

No j. Other

a J response

<Evaluation on whether outside directors are fulfilling expected roles (investors)>

60%
50%
40%
30%
20%
10%

0%

51.4%

a. Sufficiently fulfilling expected roles

32.4% b. Fulfilling expected roles to a certain extent
c. Insufficient; have room for improvement
d. Not fulfilling expected roles at all
e. Investors cannot make an evaluation

0,
3 6% 9.9% . f. Other
0.0% = oo 18
No
a b c d e f response

Source: FY2017 The Life Insurance Association of Japan Survey “Approaches toward Enhancing Equity Values”

* Survey period: from Oct. 4, 2017 to Nov. 6, 2017, Respondents: 581 listed companies and 116 institutional investors 37




I11.3 Other: Perceptions of Companies and Investors (d)

0 Companies are concerned that investors are easily influenced by judgments of proxy
advisors, and expect investors to disclose their voting criteria and reasons for voting
decisions, and to identify company-specific circumstances.

<Issues on investors’ exercise of voting rights (companies)>

60% 56.8%

a. There are many investors who do not exercise their
50% voting rights
40% b. Do not know who substantial shareholders are

° 31.8% 33.2% c. Insufficient dialogues with investors regarding proposal

30% 24.6% contents, etc.

d. Easily influenced by judgments of proxy advisors
20% e. Do not know reasons for decisions of approval or
10% 7.2% 6.9% 5.9% ?i;a;:\proval of shareholders regarding proposals

. Other
o H =
a b C d e f No response

<Expectations for investors concerning their exercise of voting rights (companies)
a. Improved disclosure on voting criteria

60%

. 50.8% b. Enhancement of dialogue on the exercise of voting
c. Exercise of voting rights, taking into account
40% company-specific circumstances identified through
o 27.4% dialogue, etc.
30% 26.3% d. Explanation on voting for/against our proposals
e. Improved disclosure on voting records
20%
° 13.8% f. Appropriate use of proxy advisors
10% 4.5% . 5.0% g. Electronic exercise of voting rights . ‘
0.7% 1.7% B h. Strengthened management of conflicts of interest
0% ] —_ - i. Other
a b C d e f g h i No response

Source: FY2017 The Life Insurance Association of Japan Survey “Approaches toward Enhancing Equity Values”

* Survey period: from Oct. 4, 2017 to Nov. 6, 2017, Respondents: 581 listed companies and 116 institutional investors 38



I11.3 Other: Investors’ views on stewardship activities

< Opinions from companies >

v' Compared to sell-side analysts, their understanding of our business, including the
business environment is shallower, and sometimes there is a gap in discussion.

v" While investors mention “dialogue from the mid- to long-term perspective”, in
many cases, it actually is discussion about the next 2-3 years. We got an
impression that many investors still exhibit “short-termism”. (On the contrary,
some other companies pointed out that an increasing number of investors begin
to ask questions about long-term — say 10 years — business strategies, etc.)

v To ensure that votes against our proposals lead to the improvement of our
business management, investors should clarify whether they disclose their proxy
voting standards and they use proxy advisors.

v" As for collective engagement, we are expecting that multiple investors work on
thorough preparation.

Source: FY2017 The Life Insurance Association of Japan Survey “Approaches toward Enhancing Equity Values”
* Survey period: from Oct. 4, 2017 to Nov. 6, 2017, Respondents: 581 listed companies and 116 institutional investors
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