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IPositioning of ESG Factors in Credit Ratings

Japan Credit Rating Agency, Ltd. (JCR) recognizes that ESG factors affect credit ratings and thus
reflects them in the ratings. In light of the growing interest of society as a whole in ESG factors and
rapid changes in the situation surrounding the rated entities, we have decided to reiterate our stance
on the positioning of ESG factors in credit ratings. In addition, we will newly issue ESG Credit Outlook*®
to enhance the dissemination of information.

We at JCR expressed in September 2017 our view that ESG factors should be reflected in the ratings,
noting that they affect the issuers’ sustainability, cash flow generation capacity and financing ability. In
January 2020, we stated that we would identify all ESG factors that could affect creditworthiness to be
reflected in the ratings, taking into account their impacts on the business foundation and financial base
and the timing of the emergence of such impacts.

As discussions on ESG factors have since then gone into greater depth in society, we have come to
the conclusion that it should be taken into consideration that the issuers’ responses to ESG factors not
only generate additional costs, but also contribute to the creation of new business opportunities.
Therefore, in making rating decisions, we will place more weight than before on the belief that
creditworthiness could be improved or weakened, depending on how well responses to ESG factors
are made. Also, even though ESG factors do not have direct, notable impacts on the business
foundation or financial base in many cases for now, there are ESG factors that may have significant
impacts in the future, thus requiring the management to be aware of such a fact and take measures
already at this point. For this reason, we will categorize the impacts of ESG factors on the ratings into
“current” and “future” and make rating decisions based on the idea that the management’s stance on
ESG factors is also a key evaluation item for the ratings.

(1) Success or failure of responses to ESG factors could help improve or weaken creditworthiness

We consider that “responding to ESG factors is essential to the issuers’ medium- to long-term
business continuity and its success or failure could also help improve or weaken creditworthiness.” For
instance, responding appropriately to ESG factors can lead to the absorption of future demand,
differentiation from competitors and enhancement of industry position, thereby increasing the capacity
to generate cash flows that exceed the investment burden. Conversely, curbing investment without
responding to ESG factors could result in the loss of future business opportunities and a decline in the
value of assets held, even if cash outflows were reduced in the short term.

As society’s demands for ESG factors increase, there will also be new needs to be created, providing
a greater leeway for the companies to find profit opportunities. At JCR, we will grasp the needs that
are newly created for each industry and company and closely watch how much of them will be
absorbed by individual companies and on what time horizon. We will consider balance between the
needs that shrink with changes in the external environment and the acquisition of new opportunities
and evaluate the business foundation accordingly.

Industries and individual companies whose decarbonization initiatives have major impacts on the core
of their business, including high greenhouse gas emitting industries, have made remarkable efforts to
establish targets for greenhouse gas reductions, develop business model conversion measures, etc.
and to formulate transition strategies to that end to mitigate climate changes. While transition
strategies often require large-scale investment plans for steady execution, there are many cases
where they are expected to actually help maintain or expand the business foundation. In such cases,
we will scrutinize the appropriateness and feasibility of the transition strategies, changes in the
financial base as a result of the implementation of the plan and so forth.

(2) Management’s stance on ESG factors is a key evaluation item for the ratings

We consider that whether the issuers’ management has an accurate understanding of ESG factors as
a management issue, whether countermeasures have been incorporated into the management plan
and whether necessary measures have been taken to achieve them are also the items to be evaluated.
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As so defined in “JCR's Rating Methodology,” we view “management plans” and “management” as the
items to evaluate the business foundation. Today, ESG factors have become a management issue that
has major impacts on the future of the business, and how they are dealt with affects the business
foundation and financial base in the medium to long run. As noted above, if the continuity of
appropriate responses has already become foreseeable, the business foundation will likely be
maintained and expanded. On the other hand, if appropriate measures have not been taken, there
arise concerns that the business foundation will be impaired over the medium to long term, even in
cases where no notable changes are observed in the short term.

At present, many rated entities are taking measures in varying degrees, and there are few cases
where the lag should be recognized as a clear risk. However, in the event that the gap between the
measures taken and their outcomes becomes wider and wider among the companies as the target
years for various goals, such as 2030 and 2050, come closer, it will be reflected in the ratings.

Management decisions on ESG factors affect not only the business foundation but also financing. In
response to the growing awareness of the investors, new financing methods are being developed one
after another. Major examples include: green bonds and sustainability bonds mainly for evaluating the
use of funds, as well as loans associated with such bonds; and transition finance and positive impact
finance that do not specify the use of funds. The issuers that can take advantage of these means can
secure an advantage in terms of financing.

In terms of ESG factors and financing, the companies are drawing increasing attention to information
disclosure, and there is a growing need for active efforts by the management. Enhancement of risk-
opportunity analyses based on the TCFD guidance, disclosures based on the stewardship code, etc.
will deepen the investors’ understanding and increase the likelihood that they will lead to smoother
financing with favorable terms and conditions.

In the meantime, moves towards divestment for the industries with large environmental loads are also
accelerating. Currently, there are few cases where this has direct impacts on individual ratings, but we
are paying attention to future developments as financing is an item that could materially affect the
ratings.

In addition, the market is becoming tougher on greenwashing, increasingly requiring the management
to have a deep understanding, integrity and accountability. Therefore, the management’s commitment
to ESG factors is now more important than ever in terms of financing and the evaluation of the
financial base.

The standards and concepts concerning ESG factors in society as a whole have been constantly
discussed among the parties concerned and will likely be revised from time to time in the future, too.
We will continue to keep an eye on the direction of the discussions and update our views on its
impacts on the ratings. We will also strive to enhance information dissemination by deepening
communication with the issuers, investors and other rating users.

Yoshinori Namioka, Kenji Sumitani, Yosuke Sato, Kenta Asada

* ESG Credit Outlook is a member-only report of RatingEye, a paid credit rating service.
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Information herein has been obtained by JCR from the issuers and other sources believed to be accurate and reliable. However, because of the possibility of human or mechanical error as well as other factors,
JCR makes no representation or warranty, express or implied, as to accuracy, results, adequacy, timeli 1 or merct bility, or fitness for any particular purpose, with respect to any such
information, and is not responsible for any errors or omissions, or for results obtained from the use of such information. Under no circumstances will JCR be liable for any special, indirect, incidental or
consequential damages of any kind caused by the use of any such information, including but not limited to, lost opportunity or lost money, whether in contract, tort, strict liability or otherwise, and whether
such damages are foreseeable or unforeseeable. JCR's ratings and credit assessments are statements of JCR's current and comprehensive opinion regarding redemption possibility, etc. of financial obligations
assumed by the issuers or financial products, and not statements of opinion regarding any risk other than credit risk, such as market liquidity risk or price fluctuation risk. JCR's ratings and credit assessments
are statements of opinion, and not statements of fact as to credit risk decisions or recc dations regarding decisi to purchase, sell or hold any securities such as individual bonds or commercial paper.
The ratings and credit assessments may be changed, suspended or withdrawn as a result of changes in or unavailability of information as well as other factors. JCR receives a rating fee paid by issuers for
conducting rating services in principle. JCR retains all rights pertaining to this document, including JCR's rating data. Any reproduction, adaptation, alteration, etc. of this document, including such rating
data, is prohibited, whether or not wholly or partly, without prior consent of JCR.

JCR is registered as a "Nationally Recognized Statistical Rating Organization" with the U.S. Securities and Exchange Commission with respect to the following four classes. (1) Financial institutions, brokers
and dealers, (2) Insurance Companies, (3) Corporate Issuers, (4) Issuers of government securities, municipal securities and foreign government securities.

JCR publishes its press releases regarding the rating actions both in Japanese and in English on the same day. In case that it takes time to translate rating rationale, JCR may publicize the summary version,
which will be replaced by the full translated version within three business days. (Regarding Structured Finance products, JCR only publicize the summary version in English.)
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