Japan Fixed Income

12 August 2022
Japanese report: 10 August 2022 (SDGS066)

Daiwa

Foreign exchange reserves and green bonds  Securities

World Bank survey

» World Bank conducted surveys of foreign exchange reserve

authorities

» 26% of foreign exchange reserve authorities are making ESG
investments and 28% are considering such investments

> SDG bond investing is the mainstream, but some issues have been Shun Otani
pointed out in terms of poor issuance amounts and liquidity O L e

» We look for market expansion worldwide

Green investments
important even within
foreign exchange
reserves

Results of World Bank
survey

Strategic Memorandum DSTE464
FICC Research Dept.

Senior Strategist

Daiwa Securities Co. Ltd. ‘ "ﬂ“ . ‘

Foreign exchange reserves and green bonds

According to IMF statistics, the world's foreign exchange reserves total $12.6tn (=
Y1,700tn). Monetary authorities are huge investment entities and their actions are of great
interest to bond markets. Also, in recent years the public nature of monetary authorities has
also attracted attention in terms of their responses to climate change!. Although not much
data is publicly available due to its confidential nature, this report summarizes trends in
green investment within foreign exchange reserves and their impacts on the sustainable
finance market.

The World Bank Treasury’s RAMP (Reserve Advisory and Management Partnership)
released the results of its extensive surveys of foreign exchange reserve authorities. The
most recent survey (2021) collected responses from 119 institutions worldwide and included
ESG-related questions. First, in terms of ESG investment conditions, 26% of the surveyed
monetary authorities indicated that they have already incorporated ESG into their investment
activities. Furthermore, 28% said they are currently considering such investments,
suggesting that ESG investments are expected to grow within foreign exchange reserve
management as well. Meanwhile, 45% of these institutions said they have no plans to make
ESG investments (Chart 1).

Many monetary authorities cited environmental and social impacts, as well as reputation, as
a motivating factors for their ESG investments. As governments around the world strive to
achieve carbon neutrality, their foreign exchange reserve authorities must set good
precedents (lead by example) in the area of investment. Meanwhile, only 36% of the
surveyed institutions cited economic aspects such as risk/return enhancement (Chart 2).

By region, 45% of monetary authorities in Southeast Asia and the Pacific region have
embraced ESG investing, higher than the 40% in Europe and the Central Asia region (Chart
3). By asset size, 58% of institutions with $50bn in assets are incorporating ESG factors,
while only 36% of institutions with $10-50bn, 3% with $3-10bn, and 12% with less than $3bn
are doing so. In general, those monetary authorities with larger assets are more active in
ESG investments (Chart 4).

1 For example, at the BIS-sponsored “Green Swan 2022 Conference,” People's Bank of China Governor Yi Gang expressed his intention to apply
ESG policies in foreign exchange reserve management and to expand the Bank’s investment in green bonds.

Important disclosures, including any required research certifications, are provided on the last page(s) of this report. FICC
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Chart 1: Inclusion of ESG factors in Investment Policy B Chart 2: Motivating Factors to Incorporate ESG

Source: Reprinted from World Bank materials.
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Chart 3: ESG Investment by Region B Chart 4: ESG Investment by Asset Size
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SDG bond investing
mainstream, but issues
with poor issuance
amounts, liquidity

Regarding specific ESG investment methods, 68% of the survey respondents who had
implemented ESG mentioned investing in sovereign/SSA-issued SDG bonds?. Meanwhile,

investment techniques such as positive screening and ESG integration are not widely
used. This may have something to do with the difference in investment stances between
ESG investment itself, which initially developed in the equity investment world, and foreign
exchange reserves, which emphasize safety and liquidity above all else and so invest
mainly in highly rated government bonds. According to the survey, among monetary
authorities holding SDG bonds, only two had green bonds accounting for more than 10%
of their portfolios. For 82% of the respondents, green bonds accounted for only 1% or less
of their portfolios. Poor liquidity for highly rated public green bonds was also cited as a
reason for not investing in ESG. As such, issuing SDG government bonds with good
creditworthiness and liquidity is desirable.

2 General term covering green, social, sustainability, and other such bonds. Also referred to as ESG bonds or ESS bonds.
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Chart 5: ESG strategies used (percentage of institutions with ESG)
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Source: Reprinted from World Bank materials.
Central Bank of Brazil The above section covered the overall survey conducted by the World Bank. In terms of
discloses green bond individual central banks, we note that Brazil's central bank (Banco Central do Brasil) has

disclosed its green bond investment amount. In its Report on Social, Environmental and
Climate-related Risks and Opportunities, the Bank disclosed the amount of green bond
investment within its foreign exchange reserves investing. As of end-2019, the Bank had
allocated $195mn of its foreign exchange reserves for investing in green bonds, but that
figure is less than 0.1% of its overall foreign exchange reserves (Chart 6).

investment amount

BIS also launched a The Bank for International Settlements (BIS) manages BIS Investment Pools (BISIP) for

green bond fund the monetary authorities of various countries. BIS launched a green bond fund investing
primarily in US dollar-denominated bonds in 2019, followed by a euro-denominated bond
fund in 2021. In February 2022, it launched a green bond fund focused on the Asian
region. The total assets of these three funds have reached SDR3.4bn (= Y600bn),
accounting for 13% of all BISIP assets®. Furthermore, the Executives’ Meeting of East
Asia-Pacific Central Banks (EMEAP), spearheaded by the BOJ, manages the Asia Bond
Fund (ABF) with the aim of fostering local currency bond markets in Asia. EMEAP revised
the reference index to encourage green bond investments and the number of green bonds
in its universe has been increased from two to 12.

Chart 6: Green Bonds in Foreign Reserves in Brazil
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Source: Reprinted from Brazilian Central Bank materials.

Monetary authorities around the world do not provide very much information about how
they invest their foreign exchange reserves as such information tends to be highly
classified. Also, due to the nature of assets held for emergency forex market intervention,
safety and liquidity are of paramount importance. As such, these funds are thought to be

3 BIS Annual Report (2021/22).
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invested mainly in short/medium-term US Treasuries. Meanwhile, many governments are
under increasing pressure to address climate change issues and have pledged to become
carbon neutral. Accordingly, it is becoming increasingly important for the management of
foreign exchange reserves to incorporate ESG factors, specifically green bond
investments. The potential impact of the world's total foreign exchange reserves, which
now exceed $10tn, is significant. Various European countries, as well as the EU itself,
have already started issuing green bonds*. In Japan, as well, Prime Minister Fumio
Kishida, has announced the issuance of GX Economic Transition Bonds (tentative name)®.
Both green government bond supply and demand are likely to increase.

4 Refer to our report Green government bonds: Europe update and issues for Japan by Shun Otani (ESG Update: 12 May 2022).
5 Refer to our report GX economic transition bonds: From the standpoint of the structure, overseas examples, and sustainable finance trends
by Kouji Hamada, Shun Otani, and Kazuya Sato (DSTE461: 10 Jun 2022).

-4 -



https://lzone.daiwa.co.jp/lzone/cv?LANG=E&cd=(($KOKYAKU_CD$))&id=2022051700025
https://lzone.daiwa.co.jp/lzone/cv?LANG=J&id=DSTE461

Daiwa

Securities

IMPORTANT

This report is provided as a reference for making investment decisions and is not intended to be a solicitation for investment. Investment decisions should be
made at your own discretion and risk. Content herein is based on information available at the time the report was prepared and may be amended or otherwise
changed in the future without notice. We make no representations as to the accuracy or completeness. Daiwa Securities Co. Ltd. retains all rights related to the
content of this report, which may not be redistributed or otherwise transmitted without prior consent.

Ratings

Issues are rated 1, 2, 3, 4, or 5 as follows:

1: Outperform TOPIX/benchmark index by more than 15% over the next 12 months.

2: Outperform TOPIX/benchmark index by 5-15% over the next 12 months.

3: Out/underperform TOPIX/benchmark index by less than 5% over the next 12 months.
4: Underperform TOP1X/benchmark index by 5-15% over the next 12 months.

5: Underperform TOPIX/benchmark index by more than 15% over the next 12 months.

Benchmark index: TOPIX for Japan, S&P 500 for US, STOXX Europe 600 for Europe, HSI for Hong Kong, STI for Singapore, KOSPI for Korea, TWII for
Taiwan, and S&P/ASX 200 for Australia.

Target Prices
Daiwa Securities Co. Ltd. sets target prices based on its analysts’ earnings estimates for subject companies. Risks to target prices include, but are not limited
to, unexpected significant changes in subject companies’ earnings trends and the macroeconomic environment.

Disclosures related to Daiwa Securities

Please refer to https://Izone.daiwa.co.jp/I-zone/disclaimer/e_disclaimer.pdf for information on conflicts of interest for Daiwa Securities, securities held by
Daiwa Securities, companies for which Daiwa Securities or foreign affiliates of Daiwa Securities Group have acted as a lead underwriter, and other disclosures
concerning individual companies. If you need more information on this matter, please contact the Research Production Department of Daiwa Securities.

Explanatory Document of Unregistered Credit Ratings

This report may use credit ratings assigned by rating agencies that are not registered with Japan’s Financial Services Agency pursuant to Article 66, Paragraph
27 of the Financial Instruments and Exchange Act. Please review the relevant disclaimer regarding credit ratings issued by such agencies at:
https://lzone.daiwa.co.jp/I-zone/disclaimer/creditratings.pdf

Notification items pursuant to Article 37 of the Financial Instruments and Exchange Law

(This Notification is only applicable to where report is distributed by Daiwa Securities Co. Ltd.)
If you decide to enter into a business arrangement with our company based on the information described in this report, we ask you to pay close attention to the
following items.

= |n addition to the purchase price of a financial instrument, our company will collect a trading commission* for each transaction as agreed beforehand with
you. Since commissions may be included in the purchase price or may not be charged for certain transactions, we recommend that you confirm the
commission for each transaction. In some cases, our company also may charge a maximum of ¥2 million per year as a standing proxy fee for our deposit of
your securities, if you are a non-resident.

= For derivative and margin transactions etc., our company may require collateral or margin requirements in accordance with an agreement made beforehand
with you. Ordinarily in such cases, the amount of the transaction will be in excess of the required collateral or margin requirements**.

= There is a risk that you will incur losses on your transactions due to changes in the market price of financial instruments based on fluctuations in interest
rates, exchange rates, stock prices, real estate prices, commodity prices, and others. In addition, depending on the content of the transaction, the loss could
exceed the amount of the collateral or margin requirements.

= There may be a difference between bid price etc. and ask price etc. of OTC derivatives handled by our company.

= Before engaging in any trading, please thoroughly confirm accounting and tax treatments regarding your trading in financial instruments with such experts as
certified public accountants.

* The amount of the trading commission cannot be stated here in advance because it will be determined between our company and you based on current
market conditions and the content of each transaction etc.

** The ratio of margin requirements etc. to the amount of the transaction cannot be stated here in advance because it will be determined between our company
and you based on current market conditions and the content of each transaction etc.

When making an actual transaction, please be sure to carefully read the materials presented to you prior to the execution of agreement, and to take
responsibility for your own decisions regarding the signing of the agreement with our company.

Corporate Name: Daiwa Securities Co. Ltd.

Registered: Financial Instruments Business Operator, Chief of Kanto Local Finance Bureau (Kin-sho) No.108

Memberships: Japan Securities Dealers Association, The Financial Futures Association of Japan, Japan Investment Advisers Association, Type Il Financial
Instruments Firms Association, Japan Security Token Offering Association
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