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Sustainability = Reporting

(CSRD) strengthens rules concerning
the ESG-related information tha
companies need to report and broadens
their scope of application

European

In Japan, for many listed companies, disclosure of non-
financial information has become a priority due to the
amendment of the Corporate Governance Code which was
supplemented with content related to ESG which includes
a new duty for companies to disclose sustainability
initiatives in connection with their management strategies.

In addition to being in compliance with Japanese ESG-
related regulations, Japanese companies will also have to
abide by European Union (EU) standards based on EU
legislative reforms relating to ESG reporting which will now
be more likely to apply to Japanese companies.

Until now, the EU’s non-financial reporting directive has
required only large or listed companies to make reports on
their social and environmental impact. But recently, CSRD
entered into force and strengthened the rules concerning
ESG reporting and made them applicable to a wider range
of companies, including Japanese companies under
certain circumstances.

1. The previous and still applicable Non-Financial
Reporting Directive (NFRD)

The NFRD (2013/34/EU) is dated 26 June 2013 and
entered into force on 16 July 2013, and has been amended
three times.

® Scope of application

Reporting rules under the NFRD apply to large “public-
interest entities” (Article 2), meaning those trading in an
EU-regulated market and with more than 500 employees.
This covers approximately 11,700 large companies in the
EU, including listed companies, banks and insurance
companies.
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There is a (still applicable) exempted “micro-undertaking”
category if the company does not meet more than two of
three criteria; specifically: (1) net revenue of at least EUR
350,000; (2) annual turnover of at least EUR 700,000; (3)
at least 10 employees (Article 36).

® Contents of reporting: financial and non-financial
information
Financial information referring to annual financial

statements comprising “as a minimum, the balance sheet,
the profit and loss account and the notes to the financial
statements.” (Article 4) and subject to “audit’ (Recital 43)
is to be reported.

Apart from financial information, a “management report’
including “a fair review of the development and
performance of the undertaking's business and of its
position, together with a description of the principal risks
and uncertainties that it faces” is also to be issued (Article
19).

This management report must include financial analysis as
well as non-financial data related to environment, society
and labor topics, human rights protection and anti-
corruption matters as well as a “corporate governance
statement” (Article 20).

® Consequences of late, false or absent reporting
The publication of reports “shall not exceed 12 months
after the balance sheet date” (Article 30), and following
Recital 41, liability “is based on national law” and “Member
States should be allowed to determine the extent of

liability.” As such, Article 51 states that “Member States
shall provide for penalties applicable to infringements.”

Even though there are no explicit financial or
administrative sanctions set forth in the NFRD, the failure
to report has always increased the risk of exclusion or
distrust from investors, as well as reputational damage,
and has also decreased a company’s ability to trade with
partners in the EU.
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® Limits of NFRD ® NFRD D[RR

The NFRD’s coverage had certain limits as “small NFRD O H#iPHICIZ—EDOHIRAH v, [N
undertakings (are exempt) from the obligation to publish F XHEFHHE ER R EREEOARBE VLRI

their profit and loss accounts and management reports”
(Article 31), as much as “micro-undertakings” and
“undertakings governed by their national laws which are
subsidiary undertakings (...) when the parent undertaking
is subject to the laws of a Member State (notably)” (Article
37) are exempted, which typically could include some
Japanese companies.

Also, enforcement was weak as it is subject to Member
States as explained above. Finally, the contents of the
requested reports not sufficiently
sustainability-oriented.

relevant were

2. New Corporate Sustainability Reporting Directive
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CSRD

On 5 January 2023, the CSRD (2022/2464) dated 14
December 2022 entered into force, consolidating the
NFRD in the sense that it renews it by adding to or
modifying it as a fourth amendment, leaving the NFRD to
be applicable in a modified state.

The NFRD remains applicable especially considering that
the CSRD’s amendments to the NFRD have a phased
application timeline which is deferred or immediate
depending on a company’s profile.

® Scope of application

More large companies, as well as listed SME’s and non-
EU companies will be required to report on their
sustainability efforts. Indeed, the CSRD is expected to
increase the companies subject to reporting to

approximately 49,000, which is four times the number of
companies covered under the NFRD.

Japanese businesses in the following categories will be

impacted and must comply at a legal entity or group

consolidated level (new Article 1):

a) Companies already subject to the NFRD

b) Large entities (groups or companies) that exceed the
limits of at least two out of three of the following criteria
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over two consecutive financial years: (1) 250
employees; (2) EUR 20 million in net revenue; (3) EUR
40 million in net turnover (new Article 3)
Non-EU-headquartered companies with a net turnover
of more than EUR 150 million in the EU in each of the
last two financial years and either: (1) with an EU-
based subsidiary which corresponds to the definition
of large entities above or of listed company; or (2) with
a branch that generates a net turnover of more than
EUR 40 million in the EU (new Article 40a)
Medium-sized companies listed in the EU markets if
they do not exceed the limits of at least two of the
following criteria: (1) a balance sheet of EUR 20
million; (2) net turnover of EUR 40 million; (3) 250
employees (new Atrticle 3)

Small companies listed in the EU markets if they do
not exceed the limits of at least two of the following
criteria: (1) net revenue of EUR 4 million; (2) net
turnover of EUR 8 million; (3) 50 employees (new
Article 3).

d)

e)

The above category (b) covers European subsidiaries
even of Japanese companies if the subsidiaries are above
a certain size. Moreover, the above category (c) covers
Japanese companies themselves even though they are
headquartered in Japan in case of branches or
subsidiaries above a certain size.

Regarding whether a report must be on a consolidated
level or not, subsidiary undertakings are exempted from
reporting if such an undertaking and its subsidiary is
included in the consolidated management report of a
parent undertaking (EU or third country) (new article 19a).
® Timeline of application of CSRD

The timeline of application is phased in according to four
categories depending upon the type of company as
follows:

Those already reporting under the NFRD must apply
CSROD rules for the first time in the 2024 fiscal year for
reports published in 2025 using 2024 fiscal year data
Those not already covered under the NFRD, yet are
large companies subject to the CSRD, must report
based on their 2025 fiscal year in 2026 using CSRD
rules
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c¢) Those not already covered under the NFRD, yet are
listed SME’s subject to the CSRD, must report based
on their 2026 fiscal year in 2027 using CSRD rules

Non-EU companies, which are large companies
subject to the CSRD, must report based on their 2028

fiscal year in 2029 using CSRD rules.

d)

Based on the above categories of companies which are
likely to be subject to CSRD rules, Japanese companies
will be likely to be impacted by the timelines under (b) and
(d) above, meaning from 2025 or from 2028.

® Greater quality and quantity of reports under
CSRD
Financial reports and management reports remain

necessary, but the CSRD adds a new requirement that the
management report includes “sustainability reporting” in
order to understand the company’s ‘“impact on
sustainability matters, and information necessary to
understand how sustainability ~matters affect the
undertaking’s development, performance and position.”

Specifically, the sustainability report must include the
“business model and strategy” regarding sustainability, the
“time-bound sustainability targets” together with tools and
role of corporate bodies, as well as the risks and solutions.
(new Article 19a)

Moreover, the sustainability report refers to the following
“particular sustainability reporting standards”: environment
(“circular economy”, “emissions”, “resources”), social and
human rights (“equal ftreatment and opportunities”,
“working conditions”), as well as governance topics
(“business ethics”, “internal control”, “risk management”,
relationship with supply chain and customers”) (new Article

29b).

Finally, the sustainability report goes as far as requiring a
“due diligence process implemented by the undertaking
with regard to sustainability matters (...) in line with Union
requirements on undertakings to conduct a due diligence
process” as well as “information about the undertaking’s
own operations and about its value chain, including its
products and services, its business relationships and its
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supply chain.” (new Article 19a)
® Standardized but complex form of report under
ESRS

In order to practically implement the duty of sustainability
reporting above, companies subject to the CSRD will have
to report according to the European Sustainability
Reporting Standards (ESRS, Commission delegated
regulation 2023/2772 of 31 July 2023) applicable from 1
January 2024 for financial years beginning after 1 January
2024 (new Article 29b).

The ESRS, in its set 1, are divided into twelve different
standards addressing hundreds of sustainability matters,
such as cross-cutting (requirements and disclosures),
environmental (climate change, pollution, resources,
biodiversity and ecosystems, resource use and circular
economy), social (own workforce, workers in the value
chain), governance (communities, consumers and end-
users, business conduct), and other areas.

However, this does not mean that all ESRS matters have
to be reported as disclosure requirements are subject to a
double materiality assessment (except for some cross-
cutting standards to be always disclosed), meaning a need
to disclose information on a sustainability matter only if the
impact, risks and opportunities are found dually material
as follows:

a) triggering or expected to trigger material financial
effects on the undertaking (financial materiality)
having negative or positive potential or certain impact
on the society or environment, including business
relationships and value chain (impact materiality).

b)

Once the matter is found to be material, it must be reported
pursuant to the following four standards for disclosure in
order to result in a complete assessment of impact, risks
or opportunities: (1) governance (process, controls and
procedures used to monitor, manage and oversee); (2)
strategy (how the undertaking’s strategy and business
model interact); (3) impact, risk and opportunity
management; (4) metrics and targets.
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In addition, the ESRS, in its set 2 yet to be released, add
some several additional criteria only for specific industries
and third-country operators, specifically:

a) Sector-specific standards: mining, oil and gas, road
transportation, agriculture, farming and fisheries etc.

b) Non-EU standards concerning entities not
headquartered in the EU, including Japanese
companies.

3. Future trends
Preparing for full-fledged full scale ESG
compliance obligations as part of the EU Green
Deal

The CSRD is part of the EU “Green Deal”, which is a set
of regulations and other rules which prepare the EU to
transition to a greener future, with the goal of reaching
climate neutrality by 2050 and of transforming the EU into
a society with a sustainable competitive circular economy.

As such, the CSRD follows the EU Taxonomy Regulation
of 18 June 2020 (2020/852), which is the basis for the EU
Taxonomy and which came into effect on 12 July 2020,
and ESRD-based reporting is also likely to be taxonomized
(express non-financial information as quantitative data).

Similarly, the CSRD is followed by the proposal for
Corporate Sustainability Due Diligence Directive (CSDDD)
as published on 23 February 2022 which will impose
supply chain due diligence regarding human rights and
sustainability. CSDDD will apply to Japanese companies
exporting to the EU or having subsidiaries or affiliates in
the EU and will include fines and reputational risks for
violators.

Considering all the above, under the Green Deal,
Japanese companies which have not developed economic
circularity must consider how to remain compliant,
competitive and safeguard their reputations as ESG
reports are key to attract or keep investors who are the
main stakeholders interested in ESG reports, whether they
are investors looking for Japan-related investment from
either outside or inside the EU.
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® Need for immediate and mid-term actions in

consultation with legal counsel

Japanese companies must first conduct an assessment of
whether their business entails application of the CSRD,
considering their turnover, workforce and
location.

revenue,

Then, if the CSRD is applicable, they must undertake a
double materiality assessment through due diligence
relating to both their operations and their
upstream/downstream value chain. This assessment will
help identify which specific sustainability matters they will
need to report.

After the double materiality check, they must gather
information regarding the relevant matters. Nonetheless,
even if reporting costs can be reduced for companies over
the medium-long term via ESRS report harmonization, the
reporting content remains burdensome.

Finally, publication of reports must be as per the timeline
specified in the CSRD, and via the Internet as the CSRD
states that “Member States may require the management
report and sustainability report available to the public on
their website”. Failure to do so will not only jeopardize the
company itself by creating a bad reputation or penalties by
Member States, but will also adversely affect “members of
the administrative, management and supervisory bodies”
of the company, as the CSRD states that they “have
collective responsibility for ensuring that the following
documents are drawn up and published”. (new Article 30)

Due to the fact that the CSRD is an EU directive to be adopted
by Member States, it represents only the minimal requirements
(as regards the objectives to be achieved) of what must be
incorporated into national laws, given that at the time of
enactment, the content of the CSRD might be enhanced by such
national laws. Therefore, obtaining specific advice from lawyers
who are aware of the differences between the CSRD and the
national Member States’ laws, together with the methods to
address these differences, will be important going forward.

If you have any questions regarding the contents of this
newsletter, please do not hesitate to contact the authors.
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Claude Kaneda is a French qualified attorney who has
knowledge of business transactions involving French
corporations as well as contractual and compliance
matters for subsidiaries of French corporations in Japan.
He has also been involved in cross-border M&A
transactions and in cases regarding European competition
law.

Claude Kaneda, Associate - Tokyo Office
Ckaneda@kitahama.or.jp

TEL: +81-3-3217-1052

Jiri Mestecky is a Partner and Registered Foreign
Attorney (licensed in the U.S. State of lllinois) who is based
in the Osaka office of Kitahama Partners, and he has been
representing and assisting clients in international
corporate and commercial transactions for over 25 years.
Jiri Mestecky, Partner - Osaka Office
JMestecky@kitahama.or.jp

TEL: +81-6-6202-9554

Jun Kawanami is a Partner who has handled a number of
international cases, including the acquisition of local
businesses, dealing with legal disputes after such
expansion, and conducting cross-border commercial
transactions. His mission is to provide the best legal advice
to assist clients, whether big companies or small, in
accomplishing their SDG goals in any way possible and to
help solve society’s issues.

Jun Kawanami, Partner - Osaka Office
Jkawanami@kitahama.or.jp
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