Discussion with Stakeholders

Sustainable Finance Business and CSR

A discussion with Daiwa
Securities Group executives
and academics regarding the
future of the finance business

and CSR in the aftermath of
the current financial crisis

(Held on March 5, 2009 and hosted by Mariko Kawaguchi,
General Manager of the Daiwa Institute of Research Ltd.'s
Management Strategy Research Department)

Could you elaborate on your perception of the
current financial crisis?

Muto: There are many factors that brought about this financial crisis.
The first factor lies in the significant development of securitization mar-
kets associated with further innovations made in the finance industry. A
significant amount of housing loans were included among the underlying
assets that had been used to formulate securitization products. However,
the housing bubble began to collapse beginning with the plunge in
housing prices in the United States around the middle of 2006, and this
has impacted financial markets worldwide.

The problem was that in the pursuit of globalization, there was a lack
of rules and supervisory functions in financial markets. While new mar-
kets were emerging, an awareness of these problems remained unreal-
ized. Despite the surfacing of the subprime loan problem in August 2007,
it was considered to be a regional problem only. As a consequence, no
one was able to imagine that global financial markets would be disrupted
to such an extent.

Mizuguchi: Investment is, so to speak, a type of fund that is set aside
for regular use for the future. However, housing by its very nature does
not lend itself to producing future cash flow. Although securitization
products are a means to disperse risk, is it not fair to say that excessively
concentrating funds in these products has gone too far, judging by the
nature of the original investments?

Muto: Judging from the situation surrounding the global money glut,
surplus funds that exceeded demand for funds used in capital investment
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were being collected among financial institutions as savings, while the
housing market was drawing attention as one area of investment.
Demand for housing actually increased with a rise in the number of
immigrants moving to the United States during the 1990s. Consequently,
there was a need for investment in housing initially, making this a sub-
stantial area of business growth. However, intrinsic utility values and the
market values gradually began to diverge.

Yet, it is not appropriate to fundamentally deny market principles in
relation to these excesses. Based on the understanding that the market
makes mistakes from time to time, the problem pertaining to what type
of safety net needed to be installed has been raised.

Fujisawa: | believe that free markets must coexist with essential ethics
and morals. Since it is unusual for a majority of people to buy two or
three houses, | believe that governments and central banks should play
an important role in regulating markets and businesses from an ethical
point of view.

Muto: In order to prevent market failure, it is necessary for the market
to have a built-in, rational system that can function in a truly effective
manner, rather than simply relying only on ethics. Based on what has
been learned from this experience, it is critical to determine what mea-
sures will be useful in the future. In the midst of financial globalization, a
single regulatory body of an individual country is no longer able to under-
stand the real situation underlying investment banks.* Consequently,
there has been a movement to make information exchanges based on
macro prudence more effective. Macro prudence refers to creating moni-
toring mechanisms not yet in place by sharing macro data and other
information to determine if there is excessive bloating within the market.



Furthermore, despite differences in each country’s laws and financial sys-
tems, deeper discussions on an international level are needed regarding
individual financial institutions’ own rules and behavioral principles.
Although this is one set of ideas that needs to be instituted, there are no
simple solutions for this.

Mizuguchi: Well-organized behavioral principles have everything to do
with the future shape of the market, rather than just preventing the mar-
ket from overheating.

Goto: Information disclosure is also important. Including descriptions of
business activities and profit sources, third parties are able to examine
information based on unequivocal and timely disclosure of information.

Fujisawa: While the severe strain placed on companies from regulations
and the pressure to disclose information could be dangerous, the real
issue here is finding a balance.

Muto: The financial rules used by Europe and North America to date did
not work this time. On the other hand, if the market becomes overly reg-
ulated, it also becomes inefficient, or even dysfunctional, depending on
the circumstances.

Because disclosure is meant to increase the efficiency of market
mechanisms, this is not a matter of strengthening regulations. The mar-
ket also needs negative information to be disclosed as well, since this
heightens transparency, and most likely saves businesses.

Mizuguchi: There is a tendency to associate ethics with simple justice.
However, | believe that it is more a matter of what is rational for society
as a whole. Individual financial institutions that placed a priority on short-

term profits and acted accordingly caused the current situation. Because
of this, it is rational to adhere to a policy of moderation and take actions
based on a long-term perspective.

As global rules are enhanced, what actions should
securities companies take?

Goto: The highly leveraged, ROE-driven management style practiced by
investment banks, which involved investing huge amounts of borrowed
funds, needs to be corrected. As members of society, companies must
also place importance on such responsibilities as paying taxes and hiring
employees rather than simply focusing on the market value of their
stocks.

The core businesses of securities companies include evaluating busi-
nesses and carrying out negotiations in relation to mergers and acquisi-
tions, assisting in raising capital by underwriting stocks as risk money
intermediaries and providing advisory services for managing investors’
assets. These functions are also an integral part of financial and capital
markets. Securities companies assist in raising capital by steadily conduct-
ing market research and developing new businesses, which is definitely a
part of their core business.

By undertaking this business on a sustainable basis, suitable profits
will continue to increase. There will also be a continual need in society for
such companies. To be certain, there are important questions about sus-
tainability. In terms of the social function of businesses and other organi-
zations that raise capital, vaccine bonds and other similar products are
perhaps one example of investments that can convince investors that
there is social meaning in investing and that investments can be helpful.
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Fujisawa: Despite the fact that funding is truly needed, the ability of
companies to raise capital is difficult at the moment. While there are
many expected roles to be played by the government, if investment
banks and nations are to cooperate with each other further, what are the
first things that must be considered?

Goto: First, the areas that contribute to industrial growth must be thor-
oughly analyzed, and subsequently, consulting should perhaps take
place. On the basis of surveys, if our research shows that these markets
and companies can contribute to industrial growth, efforts should be
made to raise capital.

Mizuguchi: Taking a global perspective, the problems related to ade-
quate food and safe water sources, ecological and other issues are enor-
mous. Yet, because businesses do not feel that they have a duty to
confront such problems, the mechanisms for providing funds in these
areas have not been exploited. A social vision must emerge that aims to
make small changes in such attitudes, examines ways to allow people to
live securely and fosters a society that can provide prosperity for people
in developing countries. Is this not the role of countries and leading com-
panies? For example, remarks have been made regarding overseas finan-
cial institutions creating networks to combat risks associated with climate
change. To that end, | would like to see Japanese financial institutions
creating links across industries and taking on a leadership role as well.

Fujisawa: Since wages in developing countries remain low, investment
efficiency tends to be low as well. If that is the case, can financial prod-
ucts be made by gathering tiny investments and using financial innova-
tion? Cannot securitization and leverage be used in these areas?

For example, there is a fund in Switzerland that invests in micro
finance** and manages the assets and pensions of wealthy Europeans.
This can be done in Japan as well.

Goto: Firstly, creating investment products out of micro finance invest-
ments poses challenges in such areas as risk/return and the amount of
funds necessary to formulate these products. However, it is necessary, for
example, to develop mechanisms that contain incentives based on prefer-
ential tax systems and other factors, as well as fostering such things as
micro finance-specific venture capital. In the case of large companies,
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there needs to be a change towards bold ideas. Concerning the pursuit
of profits, in leveraged management, major questions must be dealt
with. Although the desire exists to take on big projects to achieve profits,
this in itself is starting to come under question by a growing number of
people, particularly among the younger generation.

Fujisawa: | believe that is important for Japan as a developed nation to
show the world its intent to find solutions for problems associated with
an aging population and environmental issues. As China and India devel-
op, they will likely be directly confronted with the same issues. It would
be great if Japan could make use of its financial tools to be an ideal social
role model for the world 20 years from now. In order to do this, Japan
should start by changing the attitudes of its own citizens.

Muto: Within the movement to reform global financial rules, what
contributions Japan can make to this in relation to America and Europe
has become another challenge. Although Japan has not shown much
skill in creating these types of international rules, the opportunity is at
hand to attempt this.

Moreover, because Japan makes excessive use of indirect finance
compared with other countries, there is still a potential for securities busi-
nesses that support direct finance.

Mizuguchi: Just as Ms. Fujisawa mentioned, if solutions can be pre-
sented for social problems through the use of finance, understanding
regarding the nature of finance and investments will increase. As this
understanding spreads, business chances are sure to follow.

In the case of finance and investment, | believe the key word here is
trust. In the past, business transactions were made based on face-to-face
relationships. With the spread of globalization, however, this is no longer
the case. In addition, although it takes a long time to develop trust, it can
be lost in an instant. Indeed, | believe that trust is gained through a multi-
tude of actions based on very carefully devised behavioral principles.

Muto: The trust of consumers and investors cannot be gained over-
night. Rather, it is a matter of how it is fostered. With CSR in mind, it is
extremely important to gain and sustain the trust of local communities.



Could you share your thoughts about the future
of the Daiwa Securities Group?

Mizuguchi: | would like to see the spread of socially responsible invest-
ment and for the Daiwa Securities Group to make “leverage financial
capabilities to contribute to a sustainable society” an important issue.
With this in mind, the Daiwa Securities Group has many excellent
employees who have released numerous financial products that take the
environment and society into consideration. However, | tend to wonder if
the Group is performing on an organizational level to carry out these
efforts and if they are taking root in society. | look forward to initiatives
undertaken by the entire Group to address this.

Fujisawa: It is important that the function of securities companies be
communicated throughout the world. For this reason, communication
must be undertaken through their main business, above all else. This
involves securities companies providing citizens with tools that enable
them to participate in efforts to bring about a recovery of the econo-
my—showcasing leading industries, for example. | would be very happy
to see the Daiwa Securities Group reveal its vision through its primary
business to raise awareness among citizens.

Vaccine bonds represent a major opportunity regarding this matter.
Even among people who hesitate to donate to charity, this bond will
strike a chord when people realize that they can get a return on their
investment while making a contribution to society. A broader social per-
spective can be gained via investment.

Goto: That is excellent advice. We must make an even greater effort to
put forth proposals on what direction society should take.

Muto: The Daiwa Securities Group values its workforce as a part of its
corporate principles. Because people are the greatest asset any company
has, | would like to see this tradition continue and for further efforts to
be made in this area.

Goto: Education is also critical for encouraging people to view investing
as a regular activity. To this end, the Group is making efforts in the area
of economic and finance education. This concerns children learning
about how to make judgments about the future so that they can think
clearly about how to invest their money when they become adults.

Toshiro Muto

Chairman of the Daiwa Institute of Research Ltd.

Muto: Education related to savings has been taken throughout the post
war period by those affiliated with indirect finance. In elementary
schools, there were programs for making entries in bank account books.
However, education programs that allow children to gain experience in
the investment business have become more prevalent in the United
States.

Mizuguchi: This type of education is vital for allowing people to con-
sider making long-term investments. As it is important to take a long-
term perspective of 10 to 20 years, | believe that it is necessary for
securities companies to take this stance when dealing with customers.

Fujisawa: It would be better for this CSR report in the future to be
more of a strategic report, or more specifically, a manifesto: “This is how
we were in the past but this is what we aim to be in the future.” In the
case of workforce development as well, it would be fantastic if the Daiwa
Securities Group could communicate its corporate vision and align this
with its main business.

Mizuguchi: Although there is the tendency to consider CSR as the
business of the CSR Department, it is really an issue for the entire compa-
ny to deal with. | would like the Group to evolve more in terms of ana-
lysts and fund managers doing their work while giving full consideration
to the environment and society, and this in turn would reinforce the con-
cept of being a socially responsible company without the need for labels
such as CSR or SRI.

Goto: | would like to develop the Daiwa Securities Group into a compa-
ny in which CSR is an inherent part of our actions, rather than specifically
mentioning the term, “CSR.” | think it is important to undertake sustain-
able initiatives with a long-term perspective. | have been reminded today
of the importance of the hearts and minds of all employees. Thank you
very much.

* Investment banks: Financial institutions that assist in the raising of funds from
capital markets by issuing financial instruments for companies and provide
advice pertaining to such financial strategies as mergers and acquisitions.

** Micro finance: Financial services of limited sums that target people who are
not eligible for such services as loans from commercial banks due to a lack of
collateral, stable employment and verifiable credit records based on such
factors as their impoverished circumstances.

E Masaaki Goto

.

Corporate Executive Officer, Daiwa Securities Group Inc.
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