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From niche to norm:  
ESG integration into stewardship 
responsibilities by institutional investors  
in Japan 

Background 
The introduction of the Japanese Stewardship Code has acted as a 
catalyst in promoting responsible ownership of investee companies by 
Japanese institutional investors. The Code was introduced in 2014 by 
the Financial Services Agency in order to “promote sustainable growth 
of companies through investment and dialogue”.1 The Code 
represented an important step in recognizing the link between investors’ 
stewardship practices, including the consideration of environmental, 
social, and governance (ESG) information, and long term value creation. 

Over 200 institutional investor signatories proceeded to adopt the Code 
as of the end of 2016.2 This also coincided with a steady growth of 
signatories to the Principles for Responsible Investment (PRI). In the 
same timeframe, a survey of institutional investors by JSIF identified a 
total of 56.25 trillion JPY assets under management using sustainable 
investment strategies as of October 2016, more than doubling the 
sustainable investment assets that were identified for the previous 
year.3 These trends have further validated the notion that ESG and 
Stewardship have an important role to play in the effective management 
of, and interaction within, capital markets in Japan. 

                                                      
1 Financial Services Agency, http://www.fsa.go.jp/en/refer/councils/stewardship/20160315.html 
2 Financial Services Agency, http://www.fsa.go.jp/en/refer/councils/stewardship/20170529/01.pdf 
3 Japan SIF, http://japansif.com/2016survey-en.pdf 

http://www.fsa.go.jp/en/refer/councils/stewardship/20160315.html
http://www.fsa.go.jp/en/refer/councils/stewardship/20170529/01.pdf
http://japansif.com/2016survey-en.pdf
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FTSE Blossom Japan Index 
Recognizing this shift, FTSE Russell has designed the FTSE Blossom Japan Index to help investors and 
other market participants integrate and promote ESG considerations. The name “Blossom” refers to the 
cherry blossom tree which is one of Japan’s most recognized national symbols, and as well as the blooming 
nature of stewardship and the integration of ESG in Japan. 

The FTSE Blossom Japan Index can be used to assist in the integration of ESG considerations into a 
diversified investment strategy. The index, as this paper will describe, can be used to enhance ESG exposure 
while maintaining the index characteristics of a broad market benchmark, and also provides a strong basis for 
corporate engagement. 

Informing stewardship and engagement strategies 
The alignment of stewardship efforts, particularly corporate engagement strategies, with investment activities 
creates consistent and strong incentives for change. The transparent ESG methodology of the FTSE Blossom 
Japan Index, based on FTSE Russell’s ESG Ratings, provides a strong basis for engagement with listed 
companies. The annual assessment and ESG Ratings provides a measurement for engagement success that 
can be tested over time. Academic analysis by Edinburgh and Nottingham Universities has found that 
corporate engagement linked to the FTSE4Good Index Series’ ESG inclusion criteria has had a significant 
effect on corporate practices.4 

FTSE Blossom methodology summary 
ESG methodology 
The FTSE Blossom Japan Index incorporates over 15 years of ESG expertise by incorporating the well-
established and transparent inclusion criteria used by the FTSE4Good Index Series. In particular, the index 
applies a positive selection method based on FTSE Russell’s ESG Ratings that measures a company’s 
exposure to, and management of, ESG issues in multiple dimensions.5 

The criteria used to assign an ESG rating to a company are based on publicly available data and this model 
has been designed with the oversight of the independent FTSE Russell ESG Advisory Committee. The 
committee is comprised of experts from the investment community, NGOs, unions, and academia. A 
company’s ESG rating is reviewed annually. To calculate an ESG rating, each company is evaluated across 
14 different Themes using a model with over 300 specific indicators. On average each company is assessed 
against 125 of these indicators. The following graphic summarizes the ESG Ratings and data model. 

                                                      
4 Rees, W, Mackenzie, C & Rodionova, T 2012, 'The FTSE4Good Effect: Evidence of the Impact of Responsible Investment Indices on 
Environmental Management' Paper presented at 5th. International CSR Conference, Berlin, Germany, 3/10/12 - 6/10/12, DOI: 
10.2139/ssrn.1966474, and Slager (2012) SRI indices and responsible corporate behavior: a study of the FTSE4GOOD index 
http://eprints.nottingham.ac.uk/13709/1/575493.pdf 
5 See full FTSE Blossom Japan Index Ground Rules for more information at www.ftserussell.com 

http://eprints.nottingham.ac.uk/13709/1/575493.pdf
http://www.ftserussell.com/
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FTSE Russell’s ESG ratings and data model 

  

>300 Indicators 

Individually researched 
aspects which focus on 
key operational issues 

14 Themes 

A Score and Exposure 
for the issues in each 
ESG Pillar, such as 
Climate Change / Anti-
Corruption 
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Exposure for each of 
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A cumulative 
calculation of total 
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Upon evaluation of the relevant indicators, each company receives both a measure for Exposure and a Score 
for each of the Themes. The Exposure (0 to 3, where 3 is the highest) is a measure of the relevance of each 
ESG Theme to the company, whereas the Score (0 to 5, where 5 is the highest) reflects the quality of the 
company’s management of the issues related to each ESG Theme. The Exposure is determined by factors 
such as business activities and geographical footprint that impact how relevant certain ESG issues are, a 
chemical company would have a higher Exposure for the “Pollution and Resource” Theme than a software 
company and would therefore be assessed on more indicators for that Theme. The company would also be 
“graded” on a tougher curve, which means a higher percentage of indicators are required to get an equivalent 
Score for that particular Theme. In this way, the ESG Ratings reflect a company-specific measure of ESG 
performance based on the relevance of the 14 Themes in the data model. 

Index methodology 
The FTSE Blossom Japan Index methodology takes as its starting universe the FTSE Japan Index, which is 
comprised of large and mid-cap Japanese companies that are constituents of the FTSE All-World Index. Each 
company in the underlying universe is assigned an ESG Rating ranging from 0 to 5, with 5 being the highest 
rating. If a company has an ESG Rating above the inclusion threshold, currently  3.1, it is eligible for inclusion 
in the FTSE Blossom Japan Index. 

Once the universe has been screened according to the ESG methodology, an industry neutral weighting 
methodology is applied, along with stock level weight constraints. The industry neutral weighting is designed 
for the industry weights in the FTSE Blossom Japan Index to match the industry weights in the underlying 
FTSE Japan Index. 
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FTSE Blossom Japan Index construction 

 
*In consultation with the FTSE ESG Advisory Committee FTSE Russell may vary the ESG Rating index inclusion threshold over time 
See ftserussell.com for index ground rules. 

The FTSE Blossom Japan Index methodology therefore is designed to capture enhanced ESG exposure 
within the index, through the application of the ESG selection criteria, with characteristics similar to the 
underlying broad market FTSE Japan Index, through the application of the industry neutral weighting scheme. 
The following section will investigate the impact of the methodology on the FTSE Blossom Japan Index. 

Analysis of the FTSE Blossom Japan Index 
ESG characteristics 
In order to test the effectiveness of the increase in ESG exposure within the index it is helpful to consider 
FTSE Blossom Japan alongside not just the FTSE Japan benchmark but also the FTSE4Good Japan Index. 
The FTSE4Good Japan Index is a market cap-weighted index which uses ESG inclusion thresholds that align 
closely with FTSE Blossom Japan. Unlike FTSE Blossom Japan, FTSE4Good Japan does not apply industry 
neutral weighting. Exhibit 1 is a histogram showing the weights in all three indexes of the constituents within 
10 ESG Ratings bands. 

FTSE Japan Index 

ESG Selection (Overall ESG Rating above inclusion threshold)* 
 
E  (Climate Change, Pollution & Resources, Biodiversity, Water Use, Supply Chain) 

S  (Customer Responsibility, Health & Safety, Human Rights & Community, Labor Standards, Supply Chain – Social) 
G  (Anti-Corruption, Corporate Governance, Risk Management, Tax Transparency) 

FTSE Blossom Japan Index 

Industry Neutral weighting 
Equal industry weighting to the underlying (FTSE Japan) Index 

http://www.ftserussell.com/
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Exhibit 1. Percentage of Index by ESG Score: FTSE Japan, FTSE Blossom Japan and  
FTSE4Good Japan - June 2017 

 
Source: FTSE Russell. Data as of June 26, 2017. Please see the end for important legal disclosures. 
Note: Although a company must achieve a Rating of 3.1 or above to gain inclusion in both FTSE4Good Japan and FTSE Blossom Japan 
there are a number of constituents in each index below this level. The reason for this is that there are two additional rules which 
determine deletion. The first is that there is a deletion “buffer” with a lower threshold set for deletion than addition. This deletion threshold 
is currently set at 2.5. Secondly, companies are given a grace period of 12 months to improve again before being deleted. 

There is an increase in ESG exposure for the FTSE Blossom Japan Index relative to FTSE Japan Index, 
measured as the percentage of index weight within a given ESG Rating band. As can be seen, FTSE 
Blossom Japan has a much higher exposure to constituents with ESG scores higher than 3.0, comprising 
66% of the index weight compared to 39% for the FTSE Japan Index. Furthermore the FTSE Blossom Japan 
Index has no constituents with an ESG Score under 2, whereas 24% of the broad market Japan benchmark is 
composed of such companies, including 6% of constituents with a score of 1 or below, which would indicate 
little to no disclosure of efforts to manage ESG risks.  Compared to FTSE4Good Japan Index, the FTSE 
Blossom Japan Index has similar ESG exposures, indicating that the weighting methodology which will be 
explored further in the next section, has not had a dilutive effect on the ESG characteristics of the index. 

Industry characteristics 
Using the FTSE4Good Japan Index alongside the FTSE Blossom Index benchmark, the FTSE Japan Index, 
can also help illustrate the impact of the industry neutral weighting scheme. FTSE4Good Japan selects 
companies based on the ESG criteria and applies a standard market cap weighted methodology, resulting in 
significant industry imbalances compared to the underlying universe. The design of the FTSE Blossom Japan 
Index reduces any industry differentials that can arise. Exhibit 2 illustrates this – one can see that the industry 
differences between the FTSE Blossom Japan and the FTSE Japan universes are quite minimal. On the other 
hand, the FTSE4Good Japan has a noticeable overweight to Financials (5.5%) and Telecommunication (5.6%)  
and the largest difference is an underweight to Industrials (10.0%). 
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Exhibit 2. Industry weight differences: FTSE Blossom Japan and FTSE4Good Japan relative to  
FTSE Japan - June 2017 

 
Source: FTSE Russell. Data as of June 26, 2017. Please see the end for important legal disclosures. 

In summary, the FTSE Blossom Japan Index has achieved two of the desired outcomes of the methodology, 
namely increasing exposure to companies with higher ESG scores (and minimizing exposure to companies 
with lower ESG scores) while maintaining broad market exposure, with minimal deviation from the underlying 
benchmark’s industry exposures. 

Performance 
There is only a relatively short history for the FTSE Blossom Japan Index starting in late 2014 due to history 
available for the ESG Ratings. The performance of the FTSE Blossom Japan Index highlights additional 
characteristics that closely match the broad market FTSE Japan benchmark. As depicted in Exhibit 3, since 
October 2014, FTSE Blossom Japan has recorded returns moderately in excess of those recorded by the 
FTSE Japan Index. Importantly, that outperformance has come with only a small increase in overall volatility 
as shown in Exhibit 4.6 

                                                      
6 Volatility is defined as the annualized standard deviation of monthly returns, in JPY. 
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Exhibit 3. Total Return: FTSE Blossom Japan and FTSE Japan Indexes, October 2014 – April 2017 

 
Source: FTSE Russell. Data as of April 28, 2017. Past performance is no guarantee of future results. Returns shown may reflect 
hypothetical historical performance. Please see the end for important legal disclosures. 

Exhibit 4. Performance Statistics: FTSE Blossom Japan, FTSE Japan and FTSE4Good Japan Indexes, 
October 2014 – April 2017 

 
Annualized 

Return to Date 
Sharpe 

Ratio 
Up Mkt Capture 

Ratio, % 
Down Mkt 

Capture Ratio, % 
Volatility % Tracking 

Error 

FTSE Japan 7.49 0.55 n/a n/a 17.63 n/a 

FTSE Blossom Japan 8.48 0.61 104.01 100.12 18.12 1.74 

FTSE4Good Japan 7.31 0.53 106.28 107.47 18.77 2.09 

Source: FTSE Russell. Data as of April 28, 2017. Past performance is no guarantee of future results. Returns shown may reflect 
hypothetical historical performance. Please see the end for important legal disclosures. 

The table also shows that, despite the increase in volatility, the outperformance of FTSE Blossom Japan 
Index compared to the FTSE Japan Index resulted in a slightly higher Sharpe ratio. The down market capture 
ratio of the FTSE Blossom Japan shows that the index had slightly lower returns than FTSE Japan when the 
benchmark was in a downturn. On the other hand, FTSE Blossom Japan tended to outperform in markets 
where the returns of FTSE Japan were positive. Finally, the tracking error of the FTSE Blossom Japan Index 
to FTSE Japan Index was 1.74% over the period from October 2014 to April 2017. 
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ESG practices in Japan 
When comparing all large and mid capitalization companies in developed markets (as represented by 
the FTSE Developed Index) the Japanese market’s average ESG Scores are lower than the average of 
all developed markets ex-Japan in 10 of the 14 Themes in FTSE Russell’s ESG Ratings, based on 
June 2017 data. As shown in Exhibit 5, the four Themes where Japanese companies have a higher 
average Score are part of the Environmental Pillar: Water Use, Supply Chain – Environmental, 
Pollution & Resources, and Biodiversity. Using the FTSE Blossom Japan Index as the Japanese 
market comparison changes the picture substantially. The average ESG Scores in the FTSE Blossom 
Japan Index are higher than the average of all developed markets ex-Japan in the 10 Environmental 
and Social Themes. The average Scores in the FTSE Blossom Japan Index are lower than the 
developed market ex-Japan average, but are higher than the FTSE Japan average in all four of the 
Governance Themes. 

Exhibit 5. ESG Ratings: FTSE Blossom Japan, FTSE Japan and FTSE Developed ex-Japan Indexes 
Average Ratings on 14 ESG Themes 

 
Source: FTSE Russell. Data as of June 2017. Please see the end for important legal information. 
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Conclusion 
Dual objectives of ESG integration and strengthening dialogue  
and engagement along the investment chain 
Increasingly, investors around the world are taking steps to integrate ESG considerations into their 
investment beliefs and strategies, including into core passive equity allocations and performance 
benchmarks for active strategies. Therefore, there is a need for benchmarks which reflect broad market 
exposure while incorporating ESG considerations. As this paper has shown, the FTSE Blossom Japan 
Index can be used as a tool to help enhance ESG exposure while maintaining index characteristics 
similar to the broad-market benchmark. 

In addition to facilitating ESG integration into passive and active strategies, the FTSE Blossom Japan 
Index can also help align stewardship and investment activities. The ESG Ratings and index 
methodology provide a clear basis for corporate engagement and can support improved understanding 
and dialogue along the investment chain. 
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For more information about our indexes, please visit ftserussell.com. 
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About FTSE Russell 
FTSE Russell is a leading global index provider creating and managing a wide 
range of indexes, data and analytic solutions to meet client needs across asset 
classes, style and strategies. Covering 98% of the investable market, FTSE 
Russell indexes offer a true picture of global markets, combined with the 
specialist knowledge gained from developing local benchmarks around the world. 

FTSE Russell index expertise and products are used extensively by institutional 
and retail investors globally. $12.5 trillion is currently benchmarked to FTSE 
Russell indexes. For over 30 years, leading asset owners, asset managers, ETF 
providers and investment banks have chosen FTSE Russell indexes to 
benchmark their investment performance and create investment funds, ETFs, 
structured products and index-based derivatives. FTSE Russell indexes also 
provide clients with tools for asset allocation, investment strategy analysis and 
risk management. 

A core set of universal principles guides FTSE Russell index design and 
management: a transparent rules-based methodology is informed by 
independent committees of leading market participants. FTSE Russell is focused 
on index innovation and customer partnership applying the highest industry 
standards and embracing the IOSCO Principles. FTSE Russell is wholly owned 
by London Stock Exchange Group. 

For more information, visit ftserussell.com.  

 To learn more, visit ftserussell.com; email info@ftserussell.com; or call your regional  
Client Service Team office: 

 EMEA 
+44 (0) 20 7866 1810 

North America 
+1 877 503 6437 

Asia-Pacific 
Hong Kong +852 2164 3333 
Tokyo +81 3 3581 2764 
Sydney +61 (0) 2 8823 3521 
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