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Establishment of JPX

M The January 2013 merger combined the complementary strengths of TSE and OSE in the cash equity and

derivatives markets.

B JPX aims at market expansion and improved efficiency to improve user convenience and raise competitiveness.

[Tokyo Stock Exchange Group)

¢ A global leader boasting a comprehensive
exchange centered on the TSE 1st Section,

TOPIX futures and JGB futures

[Osaka Securities Exchange)

e Largest derivatives market in Japan with
leading Nikkei 225 futures and options

e Operates the JASDAQ venture market

e Vertically integrated group offering listing,
trading, and clearing & settlement services

e Dominant domestic stock market with strong
brand image

Japan Exchange Group
Akira Kiyota, Group CEO

e Japan’s only listed exchange

Cash Equities Trading

Tokyo Stock Exchange
Koichiro Miyahara,
President & CEO

Derivatives Trading

Osaka Exchange
Hiromi Yamaji
President & CEO

|
Self-Regulation
Japan Exchange

Regulation
Takafumi Sato
President

Clearing

Japan Securities Clearing

Corporation
Hironaga Miyama
President & CEO
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Change in trade/corporate names : Osaka Securities Exchange - Osaka Exchange (March 24, 2014),
Tokyo Stock Exchange Regulation = Japan Exchange Regulation (April 1, 2014)




Markets and Products on JPX
v’ Listing examination and
administration Japan Exchange Group Regulation

v’ Listing rules, corporate code

Cash Equity Ca;gsﬁnl';ty Derivatives Pro Markets
v Market operator Trading iR ) Trading
v’ Timely disclosure
. v’ Data, index calculation
Tradlng v Market surveillance,
participant monitoring JASDAC-

Tokyo Stock Exchange, Osaka Exchange

v’ Clearing cash
equity/derivatives trades,

Clearing (Cash Equity, Derivatives, OTC
and OTC derivatives gl R )

Clearing

Japan Securities Clearing Corporation

Settlement (Cash Equity)

v Securities settlement

Derivatives Market
(Osaka Exchange)

Cash Equity Market

(Tokyo Stock Exchange)

More than ETF/ETNs . .. . ..
3,400 Issues 217 Issues Equity Derivatives Fixed-Income Derivatives
B 1st Section (blue chips) REITs B TOPIX Futures / mini B JGB Futures (5/10/20yr)
B 2nd Section 53 Issues B Nikkei 225 Futures / mini B Mini-JGB Futures (10yr)
B Markets for Emerging B Nikkei/Dividend Futures B Options on 10-yr. JGB
companies A B JPX-Nikkei 400 Futures Futures
Infrastructure Funds B TOPIX Options etc.
B Market for Professionals (planned) B Nikkei 225 Options
B Equity Options etc.

As of the end of Aug. 2015
2015 Japan Exchange Group, Inc. and/or its affiliates. All rights reserved



Securities Markets in Japan (2014)

B There are 4 exchanges and 2 PTSs in Japan.
B JPX occupies more than 90% of market share.

OTC. 4.08% Others, 0.02%

PTS, 5.24%

_"\-\.\I\

Sapporo Securities Exchange
Trading Value: JPY 11 bn.

JPX, 90.66%

Fukuoka Stock Exchange
Trading Value: JPY 27 bn.

Japan Exchange Group, Inc.

Trading Value: JPY 643,106 bn.

Nagoya Stock Exchange, Inc.

Trading Value: JPY 131 bn. Source : JSDA and JPX
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JPX’s Position in Relation to Major Exchanges (cash Equity)

B Value of Share Trading

(USD tn.)
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JPX’s Position in Relation to Major Exchanges (Derivatives)

| Rank | Echange | Region | 2014 Volume

1 CME Group North America 3,442,766,942
2 Intercontinental Exchange NA / Europe 2,276,171,019
3 Eurex Europe 2,097,974,756
4 National Stock Exchange of India Asia 1,880,362,513
5 BM&FBovespa Latin America 1,417,925,815
6 Moscow Exchange Europe 1,413,222,196
7 CBOE Holdings North America 1,325,391,523
8 Nasdag OMX North America 1,127,130,071
9 Shanghai Futures Exchange Asia 842,294,223
10 Dalian Commodity Exchange Asia 769,637,041
11 BSE Asia 725,841,680
12 Korea Exchange Asia 677,789,082
13 Zhengzhou Commodity Exchange Asia 676,343,283
14 Hong Kong Exchange & Clearing Asia 319,577,388
15 Japan Exchange Asia 309,732,384
16 JSE Securities Exchange (South Africa) Other 304,003,143
17 ASX Group Asia 244,070,858
18 China Financial Futures Exchange Asia 217,581,145
19 Taiwan Futures Exchange Asia 202,227,653
20 BATS Exchange North America 201,985,667

© 2015 Japan Exchange Group, Inc. and/or its affiliates. All rights reserved
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Cash Market - Trading Volume -

B Average Daily Trading Value more than doubled in 2013- Aug.2015 vs. 2011-2012.

B Overseas investors have had the highest participation in Japanese market but the retail participation ratio has
rebounded after ‘Abenomics’.

Daily Average Trading Value of Cash Equity Market Trading Value by Investor type in 2014
(Jan. 2011 - Aug. 2015) (TSE 1st Section)
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Derivative Market - Trading Volume -

Consolidated derivatives markets under OSE (Mar. 24, 2014)

Trading Participants in OSE: 84 securities firms, and 27 banks

Facilitated trading of a wide range of derivatives products on a single platform
Launched Nikkei 225 Weekly Options (May 2015)

(* Banks trade Government bond futures and Government bond futures options only.)

Daily Average Contract of Derivatives Market
(Jan. 2011 - Aug. 2015)

(thou. contract.)
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Trading Value by Investor type in 2014
(Index Futures® in OSE Market)

Japanese

L Others
Broker Prop |nStIt;,:;l0na| 2%
desk in Japan °‘\
7% \
Japanese
Retail
17%
Overseas
Investor
72%

*Nikkei225 Futures, Nikkei225 mini Futures, TOPIX Futures and mini-TOPIX Futures

Source: JPX



Increasing Trading Value of ETF/ETN products

B Trading value of ETF/ETN market increased dramatically after 2013.
B The Retail ratio for TSE ETF market is higher than the ratio for the TSE 1st section.

Daily Average Trading Value of ETF/ETN Market (on auction)

(Jan. 2012 - Aug. 2015)

(JPY bn.)
250 Mr. Abe Integration
became of Cash
Prime Equity
Minister Market
n n
n n
n n
200 -+ - -
| | n
| | n
| | |
| | |
| |
n |
. . Daily Average
150 ] ] JPY 133.6 Billion
. . (2013 - Aug. 2015)
n n
| | n
| | n
| | |
| | |
| |
100 - = =
n |
n n
n n
n | |
n
n
| | -
| | n
n
50 - = =
L
Daily Average y ]
JPY 10.5 Billion . -
(2012) u n
| ] "
| ] n
0 =) -
B N N V. - BN N C W ACIUN-TE - TR
W T W o o T WY e W T W

© 2015 Japan Exchange Group, Inc. and/or its affiliates. All rights reserved

Trading Value by Investor type in 2014

(ETF/ETN market)
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Source: JPX



Increasing Trading Value of REIT products

B The improving real estate market has contributed to a 280% jump in average daily trading value since Jan, 2013.
B AUM has also increased rapidly, making the JPX J-REIT market the third largest REIT market in the world.

Daily Average Trading Value of REIT Market

(Jan. 2012 - Aug. 2015) Market Cap (as of Dec, 2014)
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These materials are prepared solely for the purpose of providing information regarding Japan Exchange Group
Inc., and as such, they are not intended as any offer or sale of securities or other similar action whether inside or
outside Japan. Our securities have not been and will not be registered under the United States Securities Act of
1933, as amended (the “Securities Act”), and may not be offered or sold in the United States absent registration
or an applicable exemption from registration requirements.

These materials contain forward-looking statements. These statements are based on our assumptions and
beliefs in light of the information currently available to us and are subject to risks and uncertainties. Should one
or more of these risks or uncertainties materialize, or should underlying assumptions prove incorrect, our actual
results may vary materially from those we currently anticipate. Given these risks and uncertainties, you are
cautioned not to place undue reliance on forward-looking statements, which speak only as of the date of these
materials. We disclaim any obligation to update any of the forward-looking statements contained in these
materials to reflect future actual events or developments.




Listing Examination

Oct, 2015
Department of Listing Examination
Japan Exchange Regulation
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1. About the Market
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Number of Listed Companies

Tokyo Stock Exchange exceeds NYSE and NASDAQ in terms of humber of listed companies.

4,000

3,500

3,000

2,500

2,000

1,500

Number of Listed Companies

1,000

500

TMX Tokyo NASDAQ NYSE Australian Korea Hong Kong  Euronext Taiwan Singapore
Group Stock OMX SE Exchange Exchanges SE Exchange
Exchange

Source: WFE
Note: Number of listed companies as of the end of December 2014
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Market Capitalization

Tokyo Stock Exchange ranks No.3 globally and No. 1 in Asia by market capitalization.
20,000
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Market Capitalization (US$ billion)
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Source: WFE
Note: Domestic market capitalization as of the end of December 2014
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Value of Share Trading in the World

Io o Stock Exchange is about 3.6 times larger than Hong Kong Exchanges by value of share
rading.
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Structure of TSE Cash Equity Market

JPX offers several markets with different concepts to allow companies to make an optimal

choice.

Equity Market
(3,468 companies)

1st Section

- Large-sized companies -
1,866 Companies

Market Of
The High-growth and
EmeRging Stocks

A — )
MOthers|

\ 208 Companies )

2nd Section

- Medium-sized
companies -
541 Companies

JASDAQ
Standard

799 Companies

JASDAQ
Growth

45 Companies

- Various Sectors
and
Growth
Companies -

Other

Cash Products

REIT
49 REITs

[ ETF ]
168 ETFs

([ ™ ]

[ Country Fund
1 Country Fund

[ Venture Fund

2 Venture Funds

Available to both individual and professional investors

Note: As of December 31, 2014

TOKYO PRO Market

Professional-oriented market: Only available to professional investors

9 Companies

(c)2015 Japan Exchange Regulation, All rights reserved.

TOKYO PRO-BOND
Market 9

Programs
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Number of newly listed companies in Japan

250

200 -

150

107

E2 R

100 04

50 r

Number of newly listed companies

1999

204
188

- 169 175
158 20
17 .

121

80
58
49 48
6 37 5
1 1 1 ? 1 !—:'l 1 ?‘ 1 1
2000 2001 2002 2003 2004 2005 20086 2007 2008 2011 2mz 2013 2014
w G -288 nYHF—X n oY RE Y NS R TOKYO PRO T HIPO
(1st and 2nd Sections)  (Mothers) (JASDAQ) (Hercules) (Other market)

The number of newly listed companies decreased greatly under the influence of
bankruptcy of Lehman Brothers, etc. in 2009~2010.
In recent years, it's a recovery trend.

(c)2015 Japan Exchange Regulation, All rights reserved. 8




IPOs in Japan in 2014
- Markets & Sectors

Number of IPOs by Market in Japan in 2014 Number of IPOs by Sector in Japan in 2014

(Total: 86 Cos)! (Total: 77 Cos)?
Nagoya SE _
TSE REIT, 2nd, 2Cos, glgltéﬂ Con;gnts
6Cos, 7% Others, 12Cos, ames, 8Cos,

0
2 10%

(0]
TSE Tokyo Pro 16%

Market, 3Cos, TSE 1st,
3% 10Cos, 12%

Classified Site,
7Cos, 9%

IT Sector,

: Real Estate,
TSE JASDAQ TSE 2nd, 4Cos, 5% 39Cos, 51%
Standard, 10Cos, 12%
11Cos, 13% * Web
Services, 7Co Service/Adtech,
7Cos, 9%

oftware/Sier,

TSE Mothers, 6Cos, 8%
44Cos, 51% Retail Trade,
8Cos, 10%
EC, 3Cos, 4%
Chemicals, Big Data, 3Cos,
TSE Mothe:s, 4Cos, 5% 4%
44COS, 51% Biotech & Crowd Sourcing,
Medtech, 3Cos, Ele;ctric 2Cos, 3%
Note: 1 The data includes Tokyo Pro Market and REITSs. 4% Appliances,
2 The data excludes Tokyo Pro Market and REITs. 3Cos, 4%

(c)2015 Japan Exchange Regulation, All rights reserved. 9



Post-listing Trends on Mothers

21% of Mothers IPO companies (76 cos.) moved up to the TSE 1st Section.

Post-listing Trends on Mothers
(365 companies)

Delisting, Alteration
68 Cos, to TSE 1st,
19% 76 Cos,

21%

Alteration to
TSE 2nd, 16
Cos, 4%

Note: As of the end of 2014

Trend of Market Transfers

Number of Companies

150

100 ~

50 -

O .
2009 2010 2011

m Other Stock Exchanges — TSE
B Mothers — TSE 1st & 2nd

Note: As of the end of 2014

(c)2015 Japan Exchange Regulation, All rights reserved.
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2. About Listing
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Meaning of listing

Listing = The stocks are publicly traded by investors in the exchange market

»Benefits of listing

Gain access to direct finance

Diversified ways of financing

Become a “Listed Company”

Improved social trustworthiness and
corporate profile

Increased moral of employees
Employment of highly capable manpower

Receive checks by third party after listing

Enhanced internal control systems

»Costs incurred by listing

Necessity to disclose the business results
and corporate affairs, etc.

Incurred costs for documentation and
improvement of internal control system, etc.

(c)2015 Japan Exchange Regulation, All rights reserved. 12




Roles of Each Party Involved in an IPO

v" Shareholder services
v' Dividend payment bank

Trust and Banking v’ Issuance of JDRs

Company

v' Legal check and review

v' Legal opinion Filing of statutory

v’ Assistance in preparing disclosure documents
Law Firm disclosure documents Financial
(Japanese law Services Agency

/home country laws)
Audit Listing examination

Audit Firm (audit opinion)
(foreign audit
firm, etc.)

TSE

JPX Regulation

Lead Consultatlc_)r_l and
underwriting underwriting
agreement examination

Financial Printer

v' Printing of prospectus
v’ Assistance in preparing Lead Underwriter
disclosure documents
Submission of a
“Sponsor’s Letter of
Recommendation”

(c)2015 Japan Exchange Regulation, All rights reserved. 13




Roles of FSA and TSE / JPXR in an IPO

Filing of statutory
disclosure documents

Financial
(perspective) Services Agency
v Appropriateness of disclosure

submit a written
notification of listing

*after TSE approves and announces
the listing of the applicant

Listing examination

TSE

(perspective) JPX Regulation
v" Appropriateness of disclosure

v" Corporate continuity and profitability
v" Soundness of corporate management
v’ Effectiveness of corporate governance etc

(c)2015 Japan Exchange Regulation, All rights reserved. 14



3. About the Listing Examination
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Significance of listing examination

» Significance of listing examination

Listing of stocks

The stocks become investment vehicles by
| large numbers of general investors.

Need for the protection of investors

Need to examine whether the stock has a
certain level of eligibility |

(c)2015 Japan Exchange Regulation, All rights reserved. 16



Significance of listing examination

If nobody protects investor’s profits and
rights, what happens?

R

Stock market loses credibility with
investors, then, they won't invest
securities.

(It reduces inflow of investment money.)

*There is concern over the harmful effect
about equity finance which can make
emerging company grow.

*The number of people who are willing to
start up a business decreases.

Finally, there is concern over the harmful
effect which affects the national economic
. power.

P

In conclusion, listing
examination has an
important role which is not
only protecting investors,
but also protecting the
national economic power.

(c)2015 Japan Exchange Regulation, All rights reserved. 17




Rules related to listing examination

»Rules
(Jurisdiction ) — - -
Financial Instruments
) . and Exchange Act
Financial
Services Agency -
Cabinet Office Ordinance on Cabinet Office Ordinance on
Financial Instruments Exchange the Disclosure of corporate Affairs
TSE Stock Exchange *require the authorization from or the
JPX Regulation Regu|ations notification to commissioner of FSA

» Stock exchange regulations relating to the listing examination

Name of rule Description

Numerical Criteria
Securities Listing Regulations Substance Criteria(Non-numerical criteria)

Submission documents

Enforcement Regulations on Securities Listing | Interpretation and operation of Numerical Criteria

Regulations Interpretation and operation of submission documents
Guidelines Concerning Listing Examination,
ete

Interpretation and operation of Substance Criteria

(c)2015 Japan Exchange Regulation, All rights reserved. 18



Schedule of listing examination

Acceptance of application form and other application documents for listing

Y

Sending an inquiry list

Acceptance of answers

This process is repeated 3 or 4
times in general. An on-site
examination is also conducted

during this period.

Hearing

CPA hearing/Interview with president/Interview with auditors

President Briefing

Approval of listing

<.....

Listing

(c)2015 Japan Exchange Regulation, All rights reserved.

About 2—3 months

About 1-1.5 months

.......... Yoo
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Organization structure of Listing Examination Teams

Director

Line 1

Manager

Supervisor

Supervisor

Senior Staff

Senior Staff

Senior Staff

Senior Staff

Line 4 ]

Manager

Supervisor

Supervisor

Senior Staff

Senior Staff

Senior Staff

~
Senior Staff

—~ -~

P AN 7 \

s N ~
/ “Listing Examination Team” \\
/‘ /
/ Manager \
| I
\ - Supervisor \\ /
/ ’
\ |
“w Senior Staff ]
[ - I’ /
-—

N o /
-A listing examination team, composed of 3 officers,
is formed for each listing applicant.

-The senior staff is chiefly responsible for day-to-day
contact with the applicant as well as other basic
works of listing examination process, while the
manager and the supervisor oversee the overall
listing examination of the applicant as well as
provide necessary assistance to the senior staff
whenever necessary.



Numerical Criteria (1st and 2nd Section)

Numerical criteria (summary)

1. No. of shareholders

2nd Section
over 800

1st Section
over 2,200

2. Liquidity

(DNo. of tradable shares(*1)

over 20,000 units over 4,000units

(@Market Capitalization of tradable shares

over ¥ 1 billion over ¥ 1 billion

3% ratio of tradable shares

over 35% of listed shares over 30% of listed shares

3. Market Capitalization

over ¥ 25 billion(*2) over ¥ 2 billion

4. Trading volume

(Applied only to transfers from 2nd to 1st sections)

For each of the 6 months immediately
prior to the latest business year-end, -
monthly average of 200 units

5. Continuous business record

over 3 years

6. Net Assets

over ¥ 1 billion

7. Ordinary profit OR Market Capitalization

(D Total amount of over ¥ 500 million in the last two years

(2) Market capitalization is over ¥ 50 billion(*3)

8. Certified Public Accountant’s opinion

(D No false statements in the financial statements for the 2 most recent fiscal years,
and

(@Auditor’s opinion of ‘fair’ or ‘fair with conditions’ in the financial statements for the
ex-ex-recent fiscal years, and

(@auditor’s opinion of “fair” in the financial statements for the latest year, and

(@No auditor’s opinion of ‘No evaluation’ or ‘No opinion’ in the internal control report
for the latest year

9. Others

Audit by audit firms which audit listed companies; contract with a shareholder

services agent; no restrictions on share transfer; contract with JASDEC; no plans of
M&A/Spin-off etc. within the two years resulting in an applicant losing its viability

(*1)The term ‘tradable shares’ refers to listed shares excluding shares held by parties with a special interest such as officers, shares owned by the
company itself, and shares held by persons who individually own 10% or more of listed shares.

(*2)Transferring or Moving up from 2nd section or Mothers to the 1st section require JPY 4 billion.

(*3) Market capitalization is over ¥ 50 billion , except for when sales for the immediately preceding year is less than ¥10 billion.

(c)2015 Japan Exchange Regulation, All rights reserved.
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Numerical Criteria (Mothers)

Numerical criteria (summary)

1.No. of Shareholders over 200

@ No. of tradable shares over 2,000 units
2.Tradable Shares (@ Market Capitalization of tradable shares over ¥ 500 million

@ % ratio of tradable shares over 25% of listed shares
3.Public Offering over 500 trading units
4.Market Capitalization over ¥ 1 billion
5.Continuous business record over 1 years with Board of Directors

Fair opinion and no false description for the last

6.False Description, Independent Auditor’s Unfair opinion i
2 accounting terms

Audit by audit firms which audit listed
companies; contract with a shareholder services

7. Others . e .

agent; no restrictions on share transfer; contract

with JASDEC

(c)2015 Japan Exchange Regulation, All rights reserved. 22



Substance Criteria (1st and 2nd Section)

1. Corporate continuity and profitability

@ Reasonable business plan
« The business plan of corporate group of an initial listing applicant is appropriately
drawn up in light of its business model, business environment, risk factors, etc.

@ Profit/loss and income/expenditure projection
« The corporate group of an initial listing applicant is reasonably expected to be able to
maintain a stable profit in the future.

@ Stable and continuous business operation
« Buying, production, marketing activities, trading partners, products and services, and
overall market conditions.
« Capital expenditure and other types of investments.
«  “Prerequisite for main business” meaning permissions, approvals, licenses,
registrations, distributionship/outsorcing agreement etc. necessary for operation of
its main busines.




Substance Criteria (1st and 2nd Section)

2. Soundness of Corporate Management

@ No related party transactions to give or receive profits wrongfully
* The content of transaction must be reasonable.
« The terms of transaction must be appropriate.

@ No obstacle for fulfillment of directors’ or statutory auditors’ duty
paused by :
» Kinship between directors
* Make-up of BoD
» General behaviour in office of members of BoD
« Cross-holding of offices in other companies by members of BoD

@ Independence from a parent company
« An applicant is not merely functioning as a part of its parent’s business operation.
» The terms of transactions with its parent company are fair.
* An applicant is not overly relying its human resources on its parent company.




Substance Criteria (1st and 2nd Section)

3. Effective Corporate Governance and Internal Control System

@ Necessary corporate structure in place for ensuring appropriate and adequate
fulfillment by BoD of its responsibilities
» Institutional structure and make up of BoD that ensures effective checks and
balances and statutory audit.
» Checks and balances and statutory audit effectively working.

@ Necessary internal control system in place for effective business operation
» Necessary corporate organization in place for efficient corporate activities and
effective internal control.
« Effective internal audit.

@ Adequate human resources necessary for stable and continuous operation of
its business and maintenance of internal control system

@ Appropriate accounting standards employed and necessary accounting
functions in place

® Necessary structure and functions in place for legal compliance and no
activities deemed to violate law




Substance Criteria (1st and 2nd Section)

4. Appropriate Disclosure of Corporate Information

@ Appropriate management and timely disclosure of important
information to prevent insider trading

@ Appropriate disclosure documents to prevent misunderstanding by
investors

@ No distortion of corporate group structure by making adjustments to
transactions with, or share-ownership by, related parties

@ Appropriate and adequate disclosure of corporate information of the
parent company




Substance Criteria (1st and 2nd Section)

5. Other Matters of Importance in Light of Public Interest and
Investor Protection

@ Non-unfairly-restricted rights of shareholders, and exercise thereof

@ No ongoing serious legal disputes that could significantly affect its
operation or business results

@ No connections to anti-social organizations

@ Rules of shares without voting rights or shares with a small number of
voting rights

® Other matters of importance in the light of the public interest or
investor protection




Substance Criteria (Mothers)

NO,1,NO.2,NO.3, and NO.5 are the almost same criteria with 15t and 2" section. On mothers the lead underwriter

IS required to assess weather the applicant has high growth potential. JPXR examines whether the applicant has
developed reasonable business plan(NO.4).

1. Appropriate Disclosure of Corporate Profile and Risk Information

2. Soundness of Corporate Management

3. Effective Corporate Governance and Internal Control System

4. Reasonable business plan

5. Other Matters of Importance in Light of Public Interest and Investor
Protection
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Overview Of Regulation over Capital Market
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Self-requlation (2)

Comparison between Regulation by Executive Authorities & Self-regulation

Regulation by Executive Authorities Self-regulation of
Stock Exchange

Purpose + Ensure fairness and transparency in the » Ensure fairness and transparency in the
securities market securities market
* Protect investors * Protect investors
» Ensure confidence of trading participants
or listed companies

Rule Laws and sub-rules Rules by Stock Exchange
Sanctions ¢ Accusation=Criminal Penalties » Suspension or Revocation of License as a
* Administrative Penalties Participants or Listed company
(Suspension or Revocation of License, » Improving Report, Financial Penalty,

Management Improvement Order,
Revision Order,
Surcharge Payment Order, etc.)

Tools Inspection, Surveillance, Search, Attachment, Inquiry, Hearing, Onsite Monitoring, etc.
etc. (by Contract between Stock Exchange and
(with Legal Force) Participants or Listed Companies)
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Listed Company Compliance Department (LCCD)

Organization
| !E:! JPX Group 1
Holding Company
y v
Tokyo Stock Exchange Japan Exchange Regulation Osaka Exchange
g
[ TSE] [UPX-R] [ OSE]
Market Service Unit Listing Regulation
Unit
st ities Market
Listing Listing Examination EQUItIOS ArKe
Equities Market
Listed Company
Entrust Self-regulatory Compliance Entrust Self-regulatory
‘ Operations Operations ..
Information Service Derivatives Market
. Participant Examination
Clearing & Settlement & Inspection Self-regulatory Operations
Marketing & Market Surveillance was integrated in Jul. 2013.
Promotion Unit & Compliance Self-regulatory
- . . Operations
IT Unit Equities market was integrated in Jul. 2013.

Derivatives market was integrated in Mar. 2014.
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LCCD Mission & Roles

Strives to maintain and enhance the quality of listed financial products in
order to ensure confidence in the financial instrument exchange market.

Exclude the financial

product which lost Examination on delisting Delisted

listing eligibility
Ensure the appropriateness Examination of Other Measures
of disclosure by issuer Information disclosure

“Security on Alert”,
Improvement Report,

Protect investors and EXaminationor Financial Penalty ,

compliance with _
Exert proper market “Code of Corporate Public Announcement.
functions Conduct”
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Types of Measures

Status Report

: Improvement I Penalty Measures :
:  Measures 3 :
. “Security on Financial Penalty |:
. Alert” .
:[ Improvement |3 Public
: Report | Announcement |:
Improvement

H

13ATT

Item

Contents

Delisting

Termination of the listing agreement between TSE and a
listed company.

“Security on Alert”

Designation given to cases where the listed company has
made false statements in a securities report, etc. and, in
addition, improvement of the internal management system,
etc. is deemed to be highly necessary.

Improvement Report

Requested when improvement is deemed to be highly
necessary in cases of violations of timely disclosure
obligations or the Code of Corporate Conduct. Available for
public inspection.

Improvement Status
Report

Report on the status of execution and operation of
improvement measures which is requested 6 months after
submission of an improvement report. Available for public
inspection.

Financial Penalty

Taken when the confidence of shareholders/investors in the
market is deemed to have been undermined in cases of the
listed company violating securities listing regulations (timely
disclosure rules and/or the Code of Corporate Conduct) or
other rules.
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Examination on Delisting
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Summary of Delisting Criteria

Type Formal Requirements Qualitative Examination
- Based on figures and events - Based on TSE’s discretion
Criteria B Numbers of shares listed B False statements
B Distribution of shares B Adverse opinion, etc. issued by
B Trading volume accounting firm
B Market capitalization B Violation of Listing Agreement
B Bankruptcy B Undermining public interest & investor
B Delay in filing protection
annual/semiannual reports B Inappropriate merger (backdoor
B Becoming a wholly-owned listing)
subsidiary company, etc. B Involvement of Anti-Social Forces, etc.
Means of Periodical reports by listed Disclosure, reports by listed companies,
Discovery companies, and consultation before | tips, and media, etc.
disclosure, etc.
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Actual Examination of False Statements, etc.

Overview of Examination of False Statements, etc.

A listed company shall be delisted if it is found to have submitted a Securities Report,

etc. which contains "false statements" and it becomes clear that it will be
difficult to maintain order in the market if the company is not delisted

immediately.

* A company is deemed to have made false statements in its Securities Report, etc., when it falls under any of the following cases:

- when it received an order to correct its Securities Report, etc. from the Prime Minister, etc.

- when it received an order for payment of surcharge from the Prime Minister, etc.

- when it was indicted by the Securities and Exchange Surveillance Commission

* when it submitted an amendment report which was found to contain material content.

* The same shall apply to the case of “adverse opinion” or “opinions not expressed.”

The situation where "it becomes clear that it will be difficult to maintain order in the market if the
company is not delisted immediately" means such a situation where investors’ confidence in the
TSE market is deemed to be significantly undermined if the listing is maintained.

(Eg.) Cases where the listed company substantially circumvents the listing criteria by making false
statements on situations, etc. at the company such as liabilities in excess of assets prior to listing,
or where the listed company caused material misjudgments in investment decisions by making

false statements in which the most part of its sales were fictitious. 9
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Actual Examination of False Statements, etc.

False Statement / Adverse Opinion, etc.

Examination by LCCD

Will order in the market be difficult to maintain?

* The examination will comprehensively consider matters including the period, amount,
method, and impact on the stock price.
‘l’ No

Is improvement expected?

1

1

1

1

1

1

1

1

1

1

1

1

1

1

1

1

1

1

1

1

1 * The examination will comprehensively consider matters including the state of the
: investigation, policy to prevent similar cases, disclosure of these policies, as well as their
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1

feasibility.
¢ YES

Is it highly necessary to improve the internal management
system?

* The examination will comprehensively consider matters including the period, amount,
method, impact on the stock price, and state of establishment /operation of the internal
management system.

Copyright © 2015 Japan Exchange Regulation. All rights reserved.



Lists of Delisted Companies Due to False
Statement/Adverse Opinion etc. (Since 2004)

B List of delisted companies due to false statement in the security report

Date of Delisting Company Name m Market Division

Sep. 25, 2010 Senior Communication Co., Ltd. 2463 Mothers
May 01, 2009 IBE Holdings, Inc. 2347 Mothers
Feb. 21, 2009 OHT Inc. 6726 Mothers
Apr. 14, 2006 Livedoor Co., Ltd. 4753 Mothers
Nov. 15, 2005 North Co., Ltd. 6732 Mothers
Jun. 13, 2005 Kanebo Ltd. 3102 1t section
Dec. 17, 2004 SEIBU Railway Co., Ltd. 9002 1st section

B List of delisted companies due to the audit firm stated “opinions are not expressed” in the audit report

Date of Delisting | _______IssueName | Code | Market Division

Sep. 25, 2010 C&Il Holdings Co., Ltd. 9609 2nd section
Feb. 21, 2009 KASUGA ELECTRIC WORKS LTD. 6650 2nd section
Sep. 20, 2008 Asia Media Co., Ltd. 2149 Mothers
Oct. 13, 2007 Framework, Inc. 3740 Mothers
Jun. 24, 2007 Internet Research Institute, Inc. 4741 Mothers

B List of delisted companies due to the audit firm stated “adverse opinion” in the audit report
N/A
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Improvement measures and Penalty measures
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“security on Alert”

Overview of Security on Alert

A company may be designated as a Security on Alert if falls under any of the following 1 to 5 and
it is deemed highly necessary to improve its internal management system.

Matter

- when a listed company was deemed likely to fall under delisting criteria such as damage to sound transactions with

1 controlling shareholder, false statements, etc. violation of listing agreement, etc., or involvement of anti-social forces or
other cases in light of the public interest or the protection of investors (and thus designated as a security under
supervision (examination)) but later deemed not to fall under such criteria.

2| - when a listed company is found to have made false statement in securities reports, etc. or have been expressed an
‘adverse opinion’ or ‘opinions are not expressed’ in audit report.

- when a listed company is found to have violated the timely disclosure rules.

4 | - when a listed company is found to have violated the Code of Corporate Conduct.

5| - when a listed company fails to improve the execution of improvement measures and the operation of such measures
following the submission of an Improvement Report.

= A listed company designated as a Security on Alert is required to promptly submit a "Written Confirmation of
Internal Management System™ which reports the improvement progress of its internal management system after

one year elapses following

The designation shall be canceled if no problems are found with the internal management system, etc. after
examination by the LCCD.

13
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“decurity on Alert”

Flow of Examination of Securities on Alert

High necessity of
improving the internal
management system

False statements,
violation of timely
disclosure rules or
Code of Corporate
Conduct, etc.

No improvement

and

Improvement is no longer

expected

improvement can be expected despite

problems with internal management system

No
improvement

(designation continued)

= .

Designhate as a

Security on
Alert

1 year later

Examination on

cancel

1.5 years later

Examination on

cancel

(Begins with submission

of "Written Confirmation

of Internal Management
System")

(Begins with submission
of "Written
Confirmation of Internal
Management System")

Delisted at this stage
if improvement is not
expected

Delisted if further
improvement is no longer
expected during the
period.

expected during the

Delisted if further No problems
improvement is no longer with the internal
management

system

period.

No problems with the internal management

system

Copyright © 2015 Japan Exchange Regulation. All rights reserved.
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List of Listed companies designated as “Security

on Alert” (Since 2010}

Sep.15, 2015 TOSHIBA CORPORATION 6502 1st section

Apr. 01, 2015 Aisei Pharmacy Co.,Ltd. 3170 JASDAQ

Feb. 25, 2015 | SJI Inc. 2315 JASDAQ

Jan. 29, 2015 Ishiyama Gateway Holdings Inc. 7708 JASDAQ - *Delisted (Aug. 1, 2015) due to public interest and for
investor’s protection.

Jan. 29, 2015 ENERES Co., Ltd. 6079 Mothers

Jul. 01, 2014 JALCO Holdings Inc. 6625 JASDAQ Sep. 25, 2015

Mar. 11, 2014 | RISO KYOIKU CO., LTD. 4714 1st section

Feb. 7, 2014 | LCA Holdings Corporation 4798 2nd section

May 15, 2013 MATSUYA CO., LTD. 7452 JASDAQ

Jun. 20, 2012 Princi-baru Corporation 3587 JASDAQ *Delisted (Sep. 12, 2015) due to no improvement of
internal management system.

Jan. 21, 2012 | OLYMPUS CORPORATION 7733 1st section Jun. 11, 2013

Jan. 18, 2012 KEIOZU HOLDINGS COMPANY 3731 Mothers - *Delisted (May. 29, 2015) due to no improvement of
internal management system.

Dec. 22, 2010 | DesignEXchange Co., Ltd. 4794 Mothers - *Delisted (May. 1, 2011) due to listed market capitalization
is less than the required value

Sep. 25, 2010 | Mercian Corporation 2536 1st section - *Delisted (Nov. 26, 2010) due to becoming a wholly owned
subsidiary of Kirin Holdings Company, Limited

May 19, 2010 Link One Co., Ltd. 2403 Mothers - *Delisted (Apr. 26, 2011) due to market capitalization
being under JPY500 million during the period of 1 month
following disclosure of a reorganization plan

Apr. 22, 2010 I'rom Holdings Co., Ltd. 2372 1st section Jun 22,2011

Copyright © 2015 Japan Exchange Regulation. All rights reserved. 15




Improvement Report and Improvement Status Report
~Imerovement Measures ~

Improvement Report
B The improvement report is a measure for cases less severe than those designated as Securities
on Alert.

B In an improvement report, the listed company describes the background, reasons, and
improvement measures regarding failure to conduct timely disclosure, etc.

B Such reports are available for public inspection.

B When the listed company does not respond to a request to submit an improvement report, the
company commits a material violation of the listing agreement and will result in a delisting.

B In cases where TSE is unable to confirm an improvement in the status of execution and
operation of |m|ct))rovemen_t measures at the listed company that submitted an improvement
report, TSE is able to designate its stock as “Securities on Alert".

Improvement Status Report

B After 6 months from the submission of such Improvement Reports, a listed company is required
to submit an improvement status report .

B LCCD normally conduct hearings and on-site examination to make sure the improvement.

B Such reports are also available for public inspection.

Copyright © 2015 Japan Exchange Regulation. All rights reserved. 16



Financial Penalty and Public Announcement
~Penalt¥ Measures~

Financial Penalty (Listing Agreement Violation Penalty)

B Introduced in July 2008.

B TSE may request payment of the penalty in cases where it deems that
shareholder/investor confidence in the market and listed companies has been
undermined in cases of a listed company deemed in violation of the securities listing
regulations (timely disclosure rules and/or the Code of Corporate Conduct) or other

rules.

B The penalty for a violation of the listing agreement is 20 times annual listing fee.
Ex.) TSE imposed a listing agreement violation penalty JPY 91,200,000 (=MNT 1,500,000,000) on

TOSHIBA CORPORATION (Sep.14, 2015).

Public Announcement

B TSE may make a public announcement where it deems necessary in cases of violation
of timely disclosure rules and/or the Code of Corporate Conduct by a listed company.

Copyright © 2015 Japan Exchange Regulation. All rights reserved. 17



B Non-core business divisions or subsidiaries that have little relationship to the
main business.

B Business divisions or subsidiaries which have unusual business models or
practices.

B Business divisions or subsidiaries whose ratio of amount of inventory assets
to sales is large.

B Business divisions or subsidiaries at which personnel reshuffles are not
conducted in an appropriate or timely manner.

B Business divisions or subsidiaries which have a particular person who wields
significant management authority.

Copyright © 2015 Japan Exchange Regulation. All rights reserved.
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Contact

THANK YOU

Listed Company Compliance Department
Japan Exchange Regulation

Website: http://www.jpx.co.jp/english/regulation/index.html

This information has been written based on various sources that were believed to be reliable. However, Japan Exchange Group, Inc., Tokyo
Stock Exchange, Inc. and/or Japan Exchange Regulation does not guarantee its accuracy or integrity. The information herein is believed to
be correct at the time of printing. The purpose of this material is solely for reference, is not for sale and is not intended to solicit trading in or
selling of specific securities. This material is strictly for personal use.
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Corporate Governance & Disclosure



Corporate Governance



Laws & Regulations

What is corporate governance?

- The Cadbury Report (1992)-“Corporate governance is a system by which companies are directed
and controlled”.

- Japan’s Corporate Governance Code (2015)-“corporate governance” means a structure for
transparent, fair, timely and decisive decision-making by companies, with due attention to the
needs and perspectives of shareholders and also customers, employees and local communities.

Basic structure of laws and regulations relating to corporate governance in Japan

<Companies Act>
- General Nature

- Incorporation <Financial Instruments &
- Stocks Exchange Act>
- Bonds
- Organization - Internal Control
- Accounts <Listing Rules> - Insider Trading
- M&A - Listing Criteria - Disclosure
- Liquidation - Timely Disclosure - Solicitation
- Corporate Governance Code - Business Regulations
- Code of Corporate Conduct -TOB rule

- Delisting Criteria



Increasing Accountability:
The Japanese Corporate Governance Code

v Development of a CG Code is the first action item in the revised “Japan Revitalization Strategy”

(2014 version).
v The FSA and the TSE established the Council of Experts to deliberate the outline of code.
v “Comply or explain” basis

Developed over several months by a council of experts
from finance, industry, academia and think tanks, using W% I[I W. WE

CG codes from these countries as a reference: OECD UK France  Germany Singapore

Key Issues Addressed

Board Structure Knowledge and Skills

"8l ¢ At least 2 outside director eProvide for director training
== OHISIGE GIECION ¢ At least one expert in finance/

* 1/3 depending on size, etc. accounting as statutory auditors

Capital Policy

M| *Ample analysis/explanation for
takeover defenses, offerings, MBOs, etc.

Shareholder Dialogue

AGM Scheduling Cross-Shareholdings

. . . *Provide detailed analysis/ explanation
| ® Ensure ample information, time for major holdings

for deliberation

e Actively pursue dialogue
eDisclose earnings plan, capital policy,
etc.

Dec 2014 - Jan 2015 Feb - Mar 2015 Feb - May 2015 Jun 2015
Draft report / Final report Compilation into Implementation of
public comment (released on Mar. 5) exctlange rules Code / Exchange rules

r : —— | —

Aug. Sep. Oct. Nov. Dec. Jan. Feb. Mar. Apr. May Jun. 4

Aug - Dec 2014
8 meetings by panel




Japanese CG Code: Overview

Respect for shareholder rights and ensuring  yy_ pefining board responsibilities

" fair treatment

v Provide necessary information for AGMs in a
timely fashion

v Provide information in a format usable for
foreign investors

v Address capital strategy and cross-shareholdings

NE. Cooperation with stakeholders
v Address social/environmental sustainability

v Promote workplace diversity and develop a
robust whistleblower system

Timely, relevant disclosure and ensuring
" transparency

v Publish company philosophy, strategy, and
corporate governance approach
v Disclose strategy and process for determining

compensation, appointment, and the reasons for

such for management, directors and auditors

v Develop company vision, create specific long-
term strategy with management

v Monitor and evaluate management, disclosure
and conflicts of interest

v Define auditor responsibility, promote higher
independence and proactivity

V. Encourage dialogue with shareholders

v Directors should actively seek out dialogue with
shareholders

v Companies should develop and communicate
long-term revenue/capital goals and explain
clearly to shareholders how they plan to achieve
them.



Stronger Governance Through Companies Act
Revision

v Amendment approved by the Japanese Diet in June, 2014
v Implemented on May 1, 2015.

e Strengthen corporate governance through outside directors

e Protect minority shareholders
Key Changes

Appointment of at least one outside director (comply-or-explain)
Tighter definition of “outside director”
« New governance structure to facilitate move to committee-style boards

Outside Director Independent Director

Current Definitions in Companies Act| JAmendment T(SR;EG:LJ)Ie us* UK**

Executive officer/employee X X X X X

Executive officer/employee

of its subsidiaries X X x X X

Executive officer/employee

of parent /sister companies O » X X X X

Family of executive

officer/employee O » X X X X
| Major business affiliate | O O X X X

* the NYSE Listing Manual, Nasdaq listing standards ~ **UK combined code of corporate governance



Company Act Revision:
New Governance Structure to Promote Independence
v The new amendment establishes a new “Audit/Supervisory Committee Model” to

encourage appointment of outside directors. At least 2 outside directors must be
appointed under this model.

v Members of the new Audit/Supervisory Committee have voting rights in board meetings,
while statutory auditors under the existing structure do not.

CG structure Monitoring Voting
Person Right
28 Company with Committees 2% Outside YES Over half of the directors of each
Director committee must be outside directors.
;8 Company with - Outside YES The committee consists of three or
Audit/Supervisory Committee Director more directors, the majority of which

must be outside directors.

& Company with Board of 98% Statutory NO Over half of the S-auditors
Statutory Auditors Auditors must be outside S-auditors.

v " Members of the Audit/Supervisory Committee have a tenure of two years and their
dismissal requires a two-thirds majority vote by shareholders, whereas other directors
have a tenure of one year and their dismissal requires only a majority vote.



More Companies Are Appointing Independent
Directors

1st Section Companies with # Independent Directors at
Independent Directors 1st Section Companies
100% -
o Largest Increase 87.0%
80% - +25.6% t
o 61.4%
60% -
so% 46.9%
38.8%
40% 1 31 5oz 34.6%
30% -
20% -
10% -
0% T T T T
2010 2011 2012 2013 2014 2015 Average: 1.8 Independent Directors

(Average board size = 8.9 directors)



What's the result?

v" Optimistic reaction from both inside and  v* The Asian Corporate Governance
outside Japan Association now ranks Japan as 37 in Asia,

up from 4t two years ago.
“At long last, Japanese firms seem to be coming

under proper outside scrutiny” ACGA Corporate Governance
- The Economist Ranking/Scores:

Rank Country 2010 2012 2014 Change

“I think this will be epoch-making in the context 1 Hong Kong 65 66 65 1

of Japan.”

- Nicholas Benes, Board Director Training Institute 1 Singapore 67 69 64 -5
3 Japan 57 55 60 5
4 Thailand 55 58 58 -

“We believe that solid development in 4 Malaysia 52 55 53 3

corporate governance is on the horizon. This
should improve the likelihood of mid- to long-
term returns for investors in Japanese equities.”
- Kazuhiro Toyoda, Schrodrs Investment
Management




Disclosure



Investment and Disclosure

Investors’ self-responsibility

* |nvestors make investment upon their own decision and responsibility

= Investors take risk and return resulting from the investments

e An environment where the investors can make reasonable decisions has to
be provided as a precondition of the self-responsibility.

Information on the securities and issuer has to be disclosed in a
precise, fair, timely manner.



Disclosure

Companies listed on TSE are required to disclose its information
by laws (mainly by Financial Instrument and Exchange Act) and
the listing rules.

Legal Disclosure

(Required by Financial Instrument and
Exchange Act)

Corporate Information
Disclosure

Timely Disclosure

(Required by TSE Listing Rules)

12



Disclosure

Disclosure
Legal Disclosure Timely Disclosure
(Required by Financial (Required by TSE Listing Rules)

Instrument and Exchange Act)
* Facts that are decided by the listed company

* securities registration statement * Facts that occurred at the listed company
* annual securities report * Information on subsidiaries
+ quarterly securities reports + Earnings report/Quarterly reports

etc + adjustments to earnings forecasts or figures

etc

Correctness Flash report
Completeness Publicity

- Required by Companies Act (Business report, etc)
* Voluntary disclosure (Annual Report, CSR Report, etc)



Outline of Legal Disclosure (1)

- Disclosure for the Primary Market

— Disclose when an issuer issues and offers securities.

— Give an opportunity to make a decision necessary for purchasing securities based
on the investors’ self-responsibility.

— Securities Registration Statement

* Disclose precisely (i) the contents of the securities to be issued and (ii) businesses and
financial conditions of the issuer (and the business group of the issuer).

* Subject to public inspection at the finance bureau. Copies are also stored at the issuer’s
office and the stock exchanges for public inspection. Disclosed electronically via EDINET

system.
* Cannot make solicitation or deliver the securities without filing of securities registration

statement.

— Prospectus
* Prospectus stating similar information in SRS has to be delivered to the investors.
* Prospectus must be delivered before purchase of the securities.
* May deliver electronically upon consent by the customer.



Outline of Legal Disclosure (2)

Ongoing Disclosure

required after public offering of the securities.
Secure fair, smooth trading and protect investors in the secondary market

disclose the businesses and financial conditions of the issuer (or the business group
of the issuer).
Annual Securities Report

* To be filed within 3 months (6 month in case of a foreign company) after ending of fiscal
year

* Most detailed ongoing disclosure
Quarterly Report

* To be filed within 45 days after ending of 1%, 2"d and 3" quarter.
Extraordinary Report

* Disclose the matters that may materially affect investment decision without delay
Others

* Internal control report, report of purchasing treasury stocks, report of parent companies,
etc.



Outline of Timely Disclosure (1)

1. Principles of timely disclosure rule

— Information that may materially affect investment decision has to be disclosed in a timely
mannetr.

— The Listing Rules provide minimum standards for timely disclosure.

2. Timing of disclosure
— Immediately after the decision or recognition of facts

3. Prior Explanation to TSE

— Prior to disclosure, listed company are required to explain about the information to TSE.

4. The method of timely disclosure
— Electronic filing system: “TDnet”(Timely Disclosure NETwork)

5. Response to uncertain infromation

— If uncertain information is spread or broadcasted, TSE may require relevant listed company to
disclose accurate information.

6. Update of disclosed information

7. Designation of corporate information handling officer



Outline of Timely Disclosure (2)

Information required to be disclosed

1. Management Decisions
e.g. Merger, Equity Finance, Bankruptcy...

2. Events affecting corporate situation
e.g. Disaster, Default of Debt...

3. Information on subsidiaries

4. Financial Information
e.g. Earnings Release, Changes of forecast on dividends...

5. Others

e.g. Information on unlisted Controlling Shareholder, etc.



Outline of Timely Disclosure (3)

Timely Disclosure and Insider Trading

Regulation on Insider Trading (Financial Instruments and Exchange Act)

* Aninsider of a listed company must not sell/purchase relevant securities after material
information arises until the information is disclosed.

Ir

Timely Disclosure (Listing Rules)

e Alisted company can prevent insider trading by disclosing material information
immediately.

* An exchange maintains fairness and creditability of the market by requiring the listed
companies to disclose such information and preventing insider trading.

* The range of information subject to Timely Disclosure is wider than that of insider
trading regulations because Timely Disclosure is designed in view of dissemination of
information contributing to investors’ decision making.




Thank you.
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A Brief Explanation of Market Surveillance
at Japan Exchange Regulation

Market Surveillance and Compliance Department
Japan Exchange Regulation
October 2, 2015
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IV. Preventive Measure
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I. Targetof Our Surveillance
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I. Target of Our Surveillance

v The stock Exchanges in Japan have a duty to
investigate unfair trading(in Article 84)

v Unfair trading are defined by Financial
Instruments and Exchange Act(Chapter VI)

» Insider Trading(in Article 166,167)
»  Market Manipulation(in Article 157-159)
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JPX

I. Target of Our Surveillance

[Reference] Structure of JPX Group

R

Listing Regulation Unit.

Listing Examination

Listing Company

entrusted with the role Compliance

for Self-regulatory activities

Copyright (c) 2015 Japan Exchange Regulation. All Rights Reserved.
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Participants Examination
& Inspection

Market Surveillance
& Compliance
L Public Offering
Investigation Office
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I. Target of Our Surveillance

[Reference] Types of Unfair Trading (D

Insider Trading refers to transactions where someone with a
connection to a listed company uses information which they
acquired through their official job or based on their position, such
as a not-yet-released financial statement, etc with the potential to
have a large impact on investors, to conduct an 1illegal sale or
purchase of a stock.

When this kind of trade occurs, general investors who do not have
access to this information are at an unfair disadvantage. This may
result not only 1n unexpected losses, but may also cause investors
to lose faith in the overall reliability of the market.
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I. Target of Our Surveillance

[Reference] Types of Unfair Trading @

Market Manipulation is similar to insider trading, exploit
important company information that has yet to be released to the
public to influence the market.

For example, this includes any effort to make personal gains by
deliberately altering the market to form prices in an unnatural way.
This 1s done 1n a manner such that it mistakenly appears to others
as if it were following the natural laws of supply and demand.

This action is referred to as market manipulation and, like insider
trading, it 1s an unfair type of price forming action which may
have an unexpected negative impact on investors.

Copyright (c) 2015 Japan Exchange Regulation. All Rights Reserved.



JPX

o

I.

Target of Our Surveillance

[ Reference] Definition of ‘“Material Facts”

Classification

Examples of Material Fact

Numerical Standard

(1) Decisions

- Offering of shares for subscription
- Acquisition of treasury shares

- Stock split

- Business alliance

- Merger

- Commercialization of new
products / new technologies

Total amount of the amount paid-in under the
offeringis 100 million yen or more

None (all are material facts)

Ratio of increase is 10% or more

(2) Occurrences of events

- Damage arising in the course of
business
- Release of a debt by creditor

- Damage amount is 3% or more of net
assets

- Forgiven amount is 10% or more of the total
debt

(3) Financial results or
projections

Significant revision of business
results’ projections

- Sales

- Ordinary profit

- Current term net profits

- Variation of 10% or more

- Variation of 30% or more, and the amount of
the variationis 5% or more of net assets

- Variation of 30% or more, and the amount of
the variationis 2.5% or more of net assets

(4) Basket clause

In addition to (1) to (3), material facts relating to the management, business, or
property of a Listed Company, etc. which may have a significant influence on the

investment decision of investors.

(5)~(8)
Material facts with
respect to a subsidiary

Similarto (1)~ (4)

Copyright (c) 2015 Japan Exchange Regulation. All Rights Reserved.
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II. Structure of Market Surveillance



]I . Structure of Market Surveillance

1. Organization of Market Surveillance

mm_JPX Group

Investigation

Securities Companies

Inquiry

v

Government Organization

Copyright (c) 2015 Japan Exchange Regulation. All Rights Reserved.

Investors

[
SESC ~ FSA
o | I
Report
About
Investigation *Investigation Supervision
*Inspection *Inspection

Trading Participants)
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II. Structure of Market Surveillance
2. System and Network of Market Surveillance

TSE Market

\ /| Market Data

— Timely Discloser
Market Surveillance System Information

Unusual trading data
’ Market Surveillance and Compliance Dept. ’

Other Stock Exchange

Compliance WAN network

Investor’s information Investor’s information
LI [ T ————————————— —

Securities Companies (Trading Participants)

Copyright (c) 2015 Japan Exchange Regulation. All Rights Reserved.
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IMI. Process of Market Surveillance



JPX

]
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IIl. Process of Market Surveillance

1.Flow of Market surveillance

" Market Manipulation

' Receive information from trading participants
i (securities companies)or other depts.

Insider Trading

Issues for which material facts have been
announced

* Analysis of trends in price and trading volume
- Investigate trend in trading share of each trading participant
* Interviews with trading participants(refer to customers for which trading was conducted)

Receive reports of market surveillance results

from trading participants.
X

Request background of insider information

announcement from listed company.

¥

Request and analyze trading data of entrusting party from trading participants.

In the event that the JPX-R concludes that further in-depth investigation is required.

|

|

@ Examination Refer to trading participants for background of order placement and

execution, and detailed customer information and analyze them.

|

|

@ DiSpOSition * Reporting to Securities and Exchange Surveillance Commission

* Issue warning to the listed company/ trading participants as needed

Copyright (c) 2015 Japan Exchange Regulation. All Rights Reserved.




]]I Process of Market Surveillance

2. Number of Examinations and Investigations

FY 2012 FY 2013 FY 2014
Investigation Investigation Investigation

Insider Trading 1 206 1 726 1 985
Market Manipulation 29 16 568 16 1,143 31
Others 1,002 1010

Copyright (c) 2015 Japan Exchange Regulation. All Rights Reserved.

14



]
.....

3.Exam21e of Insider Trading Case

An employee at Company C learned of material non-public information on business tie-up between

Company A and B.

The employee purchased shares in Company B prior to public announcement of the business tie-up.

CompanyAI ‘ Company B

Business tie-up ‘
| |

Business contract

Company C

Confidentialinfo ‘

Administrative Monetary Penalty
JPY0.68mil

Purchased shares
incompany B

‘ denied insider trading charges.



---------
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III. Process of Market Surveillance
4.Exam21e of Market Manipulation Case
B Contract:

* TOPIX Futures (Expiry : 2013.09)

B Date:
« 2013.07.29 — 2013.07.31 (3 days)
.+ 2013.09.09 — 2013.09.11 (3 days)

B Detalls:

* A prop desk trader entered a small buy order to Best Bid (or Ask)
price and entered a large sell order to Best Ask (or Bid) price.

« Acquired JPY5.435 mil (approx US$50K) in profit.
« Traded volume (buy and sell) : 4,032 units
* Order volume (buy and sell) : 88,443 units

Copyright (c) 2015 Japan Exchange Regulation. All Rights Reserved.
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IMl. Process of Market Surveillance

4.Exam21e of Market Manigulation Case
1. Entered small buy order A

Trader Vol (S) Price Vol (B) Trader
154 1234.0
96 1233.5
76 1233.0
I T
1232.0 51 (@
1231.5 68
1231.0 89
1230.5 126

3. Small buy order A filled
Trader Vol (S) Price Vol (B) Trader

151 1234.0
96 1233.5
78 1233.0
100 159 1232.5
e | | C
1231.5 66
1231.0 90
1230.5 126

2. Entered large sell order B
Trader Vol (S) Price Vol (B) Trader

151 1234.0
96 12335
78 1233.0
CMEN
] 1232.0 49 10
1231.5 67
1231.0 90
1230.5 126

4. Deleted large order B
Trader Vol (S) Price Vol (B) Trader

151 1234.0
94 1233.5
85 1233.0
(100 81 1232.5
Zm
1231.5 40
1231.0 78
1230.5 129

Copyright (c) 2015 Japan Exchange Regulation. All Rights Reserved.
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IV. Preventive Measure
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1. Explanation

Explanation (After Investigation or Examination)

v If the possibility of illegal trading in the future arises, staff members of
the Market Surveillance and Compliance Department explain the
situation to persons in charge of market surveillance at trading
participants.

Copyright (c) 2015 Japan Exchange Regulation. All Rights Reserved.
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IV. Preventive Measure
2. Investor Education(1)

"

C OM L E C (Compliance Learning Center)

Pramote morket integrity & investar confiden

* Contents
v' Seminar
v' E-Leaning Service
v' Publication

Copyright (c) 2015 Japan Exchange Regulation. All Rights Reserved.
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3. Investor Education(2)

Seminar — How to prevent Insider Trading
COMLEC held seminar to prevent Insider trading for listed companies.

Copyright (c) 2015 Japan Exchange Regulation. All Rights Reserved.

COMLEC

Promete market integrity 8 invester confidence
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“IV. Preventive Measure
3. Investor Education(3)

. E-leaning — about Insider Trading

v COMLEC provide e-leaning service for staffs of listed companies, staffs of securities
companies, and investor.

\_ Insider trading is a fraudulent transaction

Let"s leamn about “insider
k trading regulations” in detail
0 " 1
Insider trading was detected \ from the next chapter!

It was reported
in newspapers and on television \

The incident had tremendous
effects on parties concerned
including his/hef family
memoers and nis/nel DMp

understanding of insider trading
regulations.

‘ Let's begin by gaining proper

yright © 2007 Tokyo Stock Exchangs Regulati o ~ =
mwnar-mw-n.u = i [ g Stop/Start | On/otf {

COMLEC

Copyright (c) 2015 Japan Exchange Regulation. All Rights Reserved. Pravse eerket ity 8 st coniden
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“1V. Preventive Measure
3. Investor Education(4)

. Publication
v “Insider Trading Regulations Q&A”

» Explains insider trading regulation for staffs of listed companies in plain

terms.
» Total circulation had exceeded a million (2010)

Tokyo Stock Exchange Regulation

Copyright (c) 2015 Japan Exchange Regulation. All Rights Reserved.

o

COMLEC

Promete morkst integrity & investor confidance
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Thank you for your kind attention!!

Copyright (c) 2015 Japan Exchange Regulation. All Rights Reserved.



Inspection on Trading Participants

October 2, 2015 \

Participants Examination & Inspection
Japan Exchange Regulation



1. Framework of the supervision of
Trading Participants

ooperation an
information sharing

inspection

Japan Securities
ISDA Dealers Association
Cash

market Association

Cas_h &- functioning as SRO
Derivatives

Derivatives J PX" R Market
SRO

market

v' Market oriented
inspectionv order supervision with close

proximity to the exchange
Trading Participant . ¥ Ensuring the fair and
ol orderly market by

order inspection preventing market abuse

and promoting investor
|nVEStOr k protection /1

inspection




2.JPXR - Self-Regulatory Body of JPX

JPXR

“Quality Control Center” of the Exchange

Listing Examination Listed Company Compliance

Market Surveillance - . :
_ Participant Examination and Inspection



3. Difference of Inspection & Market Surveillance

Participant Examination and Market Surveillance
Inspection
Purpose Secure qualification and credibility Secure fairness of trading on the TSE
of trading participants and OSE market
Object of Trading participants Trading on (and outside, when
examination necessary) the TSE and OSE market
Outline of Inspect trading participants’ Investigate existence of unfair
examination | compliance with laws and trading, such as insider trading or
regulations, and their business and market manipulation, on the TSE
financial condition and OSE market




4. Structure of the department

Inspection director

General Administration

and Planning Group

Information Analysis

Inspection Group

* Plans inspections
* Conducts examinations of trading

qualifications etc.

* Decides the conducts of the disciplinary

action

* Gathers and analyzes inspection information
- Evaluates inspection results etc.
* Responds to inquires from trading

participants

* Training to trading participants

- Conducts On-site inspections etc. 4



5. Overview of Inspection

eObjective

In order to ensure market fairness and reliability, the JPXR investigates compliance with laws
and TSE and OSE rules, condition of business and property of trading participants, take
necessary measures based on the results.

e Type of Inspection

Regular Inspection The JPXR take into consideration the results of last inspections and the number
of days elapsed since the last inspection etc. and carries out general inspections
sequentially from trading participants is deemed highly necessary to inspection.

Follow-up Inspection  Follow-up Inspection is carried out within one year after the previous inspection
as needed to confirm how well the trading participant has made improvements.

Special Inspection Inspections of trading participants are conducted with a focus on specific items
based on a variety of information.

elnspection methods

On-site Inspection The JPXR selects several offices from among trading participants' headquarters
and branch offices, and conducts on-site inspections at these offices. Majority
of inspections are conducted using this method.

Document Inspection If the JPXR decides that the documents submitted by a trading participant are

sufficient, inspections are carried out based on the documents without an on-
site inspection.



6. Statistics on Inspection

® The number of on-site inspection conducted

Number of companies

Type of inspection FY2012 FY2013 FY2014

Regular Inspection 30 28 29

Follow-up Inspection L L 0)
Special Inspection 0) 2 L
Total 31 31 30

OAverage number of days spent for OAverage number of inspectors

an on-site inspection per trading engaged in an on-site inspection
participants per trading participants
FY2012 | 10. 6.9
FY2013 | 1 Sy
FY2014 12.)2 6.2

o 2 4 6 8 10 12 14 (days) (persons)

6



/. Inspection Steps

® Select a trading participant to be inspected considering foIIowilng :
latest inspection result, results of SESC inspection, interval, financial
condition, information from the outside, etc.

\

Selection

Pre-inspection ® Requestto submit documents related to examination for the trading
participant in order to analyze the documents and prioritize items for
inspection in advance.

Based on the investigation of record books and documents,
On-site inspection understand transactions ,customers or sales stuff suspected of
violating laws, etc.

® Conduct the hearing for compliance officer, etc., and confirm
business flow and in-house compliance management.

Determine the contents of the measures pertaining to the viglation
of laws, TSE or OSE rules, etc.

JPXR imposes disciplinary action ( suspensionorrestriction of
trading, imposition of financial penalties, etc.) or caution, if the
violation of laws, TSE or OSE rules, etc. is observed. 7



8. Deficiency found in recent Inspection
(in FY 2014)

Deﬂciencies Number Of these, cases in which

warnings or requests were

of cases issued

-t

Deficiency related to margin trading 13 10
Deficiency related to short-selling 1
Deficiency in the management system for preventing erroneous order placement
Deficiency in the management system for preventing unfair transactions
Deficiency in the management of corporate information

Deficiency in the calculation of net capital regulation ratio

Deficiency in the management of margin of derivatives trading

Deficiency in books and documents

2
3
4
5
6
7
8
9

Deficiency related to regulatory measures for trading, etc.

(=]

Deficiency related to segregating customer assets from proprietary assets

Deficiency in reporting to JPX

N D N N O OO & 00 O N 0

Deficiency related to best execution obligation

-t

Deficiency related to net settlement transactions
Others

Total




9. Disciplinary Actions and Cautions

(reference : Number in FY 2014)

Disciplinary
actions

Cautionary
notices

Violation cases

Revocation of trading
qualification

Suspension or
restriction of trading

Imposition of financial
penalties

Censure

Warning by the
Governor in charge

Warning by the director
of Participants
Examination and
Inspection Department

Warning by inspection
staff

Deficiencies of internal control systems

Recommendation

Request




10. Enforcement

If a trading participant violates laws, TSE or OSE regulation etc., JPXR can determine
disciplinary actions such as Revocation of trading qualification, Suspension or
restriction of trading, etc. for the trading participant.

e JPXR may initiate appropriate disciplinary process with the result of inspection or market
surveillance by JPXR or other organizations when a participant.

violates the FIEL or the TSE or OSE rules, etc.
obtains the exchange’s trading qualification unfairly or dishonestly
rejects to report or makes false report, etc.

® Afterthrough deliberation by the Discipline Committee, JPXR will decide on the content of the
disciplinary action.
7 ~11 members from representatives of trading participants and non-trading participants
More than half the members shall be from non-participant such as lawyers, etc.
Approval of more than half of attended members is necessary.

° Type of Disciplinary Actions
Censure (warnings)
Fine up to JPY 500 million
Limiting or suspending transaction
Revocation of trading qualification

10



11. Enforcement steps

Occurrence of event subject

to disciplinary actions

Trading Participant Hearing

Discipline Committee

< <

Disciplinary Disciplinary
actions taken actions taken
by the TSE by the OSE

< L <

'

Violation of laws and/ or requlations
Acquisition of trading qualification by false means
Insolvency, breach of contracts

Failure to pay or deposit of funds or securities

Refusal of inspection, report, submission of
information, etc.

Presentation of case subject to disciplinary
actions

Deliberation on disciplinary actions
Decision on disciplinary actions

The trading participant can lodge a objection for
TSE and/ or OSE, within 10 days fromthe
notification the disciplinary actions.

11



12. Recent disciplinary actions

(reference * Disciplinary-actions)

Date

Trading

Violation

Disciplinary
Action

Participant

Business operation which lacks the necessary and
appropriate measures to prevent unfair trading with

MBC Nikk - . Fine of
1-Aug-2012 2ecu$iti;s I:c respect to the management of corporate information, 80 mill
) as well as inappropriate solicitation which includes S eRaiion
acts in violation of laws and regulations
e o The admlnlst.ra.tlon of.the el_ec'fronlc data processing Fine of
29-Aug-2012 o system pertaining to financial instruments business, 3 mill;
o etc. was deemed to be inadequate. el
TAKAGI Conditions deemed lacking in necessary and .
. . . ) Fine of
18-Sep-2012 | SECURITIES CO., appropriate measures for prevention of unfair trading 5 il
LTD. in relation to management of corporate information. | 2P © million
Not having measures necessary and proper for
31-0ct-2012 Nomura Securities | preventing unfair trading related to management of Fine of
Co., Ltd. corporate information, and soliciting customers with | JpY 200 million

the provision of corporate information.

12



12. Recent disciplinary actions

(reference * Disciplinary-actions)

Trading

Participant

Violation

Disciplinary
Action

SANKO Act of conducting purchases, etc. of listed securities Fine of
21-Feb-2013 | SECURITIES Co., with the aim of causing fluctuations in prices of such T
Ltd. listed securities. JPY 12 million
SMBC Nikko Busmes§ operation which lacks the necessary and. Fine of
27-Feb-2014 o e e appropriate measures to prevent unfair trading with 10 mill:
' respect to the management of corporate information. | 37 Y 1V million
Act of conducting a series of Sales and Purchase
therefor that would cause fluctuations in prices of
94-Sep—-2014 Musashi Securities | Listed Financial Instruments, etc. in a Financial Fine of
P Co., Ltd. Instruments Exchange Market for the purpose of JPY 80 million
inducing sales and purchase of Market Transactions of
Derivatives
24-Sep-2014 Bansei Securities Violation of just and equitable principles of Censiife

Co.,Ltd.

transactions

13
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Order management

eOrder Management

O Prevention of order misplacement from fat-finger is highly important for the orderly market
operations.

O JPX-Rinspects order limits on trading volume/value set in trading participant order placement
systems.

O Inlight of the emerging HFT trading, JPX-R inspects controls over placement of large amounts
of small orders and management for order placement systems.

Trading Values and Percentage of Co-Location in
Bilionven) Equities Market

7,000 | 50%
6,000 i WY Bl AW Y
1 40%
5,000 TVEY . WYV O L (A B R Non Co-Location (left axis)
i 0
4,000 — AT 30%
Al Co-Location (left axis
3,000 1 0% ( )
2,000
1 10% Percentage (right axis)
1,000
) 0%
& N » ~ »
0\0 5&0 ’1,\0 \0 \XO
o 3 o o> S

v Vv 2 v 2 1c



Typical order flow using co-location

A few milli seconds
_ AN

S 2
order

order

notice hotice

Customers
Tens of microseconds
A
' N
=
Parameter se‘ F—
s order
DJTTITIE Hotice
Parameter setting monitoring
=
S CLLL T T T T T T T T I I II T I I I I T I T T I T T T T (s >
Customers monitoring
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Management of co-location risks

B Risk of Co-Location

v The possibility of
runaway of the algorithm

v The Possibility that can
not manage customer’
order.

eActions by JPXR

B How Trading participants manage their risk

v' Pre-trade filter

» quantity and value of one order
» the net position of a day
» the gross trading volume of a day
» the number of orders in a certain period of time
v" When the trade filter is set in customers algorithm
» MOU with customers to prevent unauthorized
system changes
» Monitoring the change status of customer systems
on a regular basis
v' Install Kill Switch to stop orders promptly when abnormal
orders are detected.

B Review Trading participants’ order filtering and how it is managed.
B Review Trading participants’ order management systems and their process when
then make system changes.




Activities to promote compliance

[COMLEC COMLEC

Established for the purpose of compliance assistance to trading participants. J

e Information sharing with trading participants to comply with
laws, regulations and rules

 The Information Analysis Group answers questions from trading participants
about rules and regulations regarding securities trading.

e Publication
- Compliance Case Study Handbook2014

® Seminar
- Seminar for in-house examination stuff
= Compliance seminar for securities companies

18



Thank you. :
These materials are prepared solely for the purpose of providing information regarding
Japan Exchange Group, Inc., and as such, they are not intended as any offer or sale of
securities or other similar action whether inside or outside Japan. Our securities have not
been and will not be registered under the United States Securities Act of 1933, as amended

(the “Securities Act”), and may not be offered or sold in the United States absent
registration or an applicable exemption from registration requirements.

These materials contain forward-looking statements. These statements are based on our
assumptions and beliefs in light of the information currently available to us and are subject
to risks and uncertainties. Should one or more of these risks or uncertainties materialize, or
should underlying assumptions prove incorrect, our actual results may vary materially from
those we currently anticipate. Given these risks and uncertainties, you are cautioned not to
place undue reliance on forward-looking statements, which speak only as of the date of
these materials. We disclaim any obligation to update any of the forward-looking
statements contained in these materials to reflect future actual events or developments:
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Self Regulatory Function of JSDA
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Financial
Services
Authority

(FSA)

1
Financial .
Instruments m !
Exchanges inancial
Investment Trusts Financial Futures AJdap_an Investment Type IT F'"a:‘i::ams
SRO SRO Japan ofJapan visors Association
SRO SRO SRO
SRO
Exchange members All securities
” N Investment trust
(Securities companies . . . Type-11
. B companies Financial futures - X .
companies) Registered Investment advisers Financial
. . = Investment trust broker dealer N
Listed companies financial distrib Instruments firms
Market participants institutions istributors

Financial Instruments Firms Association

© Japan Securities Dealers Association.All Rights Reserved.

[ Scope of Self-Regulations for Each
Financial Instruments Firms Association ]
(Outline)

» Japan Securities Dealers Association (JSDA)
@ Securities related Business

@ OTC Derivatives Transactions
(excluding Financial Futures Transactions)

» Investment Trust Association, Japan (JITA)

@ Investment Management Business
(Investment Trust Business, efc.)

» Financial Futures Association of Japan (FFAJ)

@ Financial Futures Transactions

© Japan Securities Dealers Association.All Rights Reserved.




» Japan Investment Advisers Association
(JSIAA)

@ Investment Counseling Business

@ Discretionary Investment Business

» Type ll Financial Instruments Firms Association
@ Fund Business

¥ The above 5 associations hold periodically meetings to exchange views
(“Meeting for Communication and Deliberation among Financial
Instruments Business Associations”)

© Japan Securities Dealers Association.All Rights Reserved. 4

[ Structure for Application of Self-Regulations
to Securities Companies and Registered
Financial Institutions ]

FSA I

Securities and Exchange
Surveillance Commission

Inspection of compliance with FIEA and
self regulatory rules/ Surveillance &
monitoring of securities markets

Securities Companies/ Registered Financial Institutions

© Japan Securities Dealers Association.All Rights Reserved. 5



» Authorization of Establishment (Article 67-2)

A Financial Instruments Business Operator that intends to establish an
Authorized Association shall obtain authorization from the Prime Minister
(FSA). JSDA has obtained such authorization.

» JSDA’s Purpose under FIEA (Article 67)

“aims to ensure fair and smooth sale and purchase or other transactions of
Securities and Derivative Transactions, etc. and to contribute to the sound
development of Financial Instruments Businesses and the protection of
investors.”

© Japan Securities Dealers Association.All Rights Reserved.

» JSDA’s Member Firms (Article 68, Para.1)

Member Firms of an Authorized Association (JSDA) shall be limited to Financial
Instruments Business Operators and Registered Financial Institutions (latter within the
scope of conducting the business of registered financial institutions).

= Prescribed by Article 5 of JSDA’s Articles of Association.

»Eligibility for JSDA’s Members (Article 68, Para.2&5)

An Authorized Association (JSDA) shall stipulate in its articles of association that any
Financial Instruments Business Operator is eligible for membership as a Member
Firm, provided, however, that an Authorized Association may stipulate in its articles
of association that the Authorized Association may refuse the admission as a
Member Firm if an applicant has been expelled from membership of, or has had
qualification for trading rescinded by, an Authorized Association (JSDA) or a
Financial Instruments Exchange, on account of having violated laws and regulations.
= Prescribed by Article 11and 23 of JSDA’s Articles of Association.

© Japan Securities Dealers Association.All Rights Reserved.



2 FSA shall supervise directly the business of a Financial Instruments
Business Operator that has not joined JSDA, while considering
JSDA's Articles of Association and rules. (Article 56-4, Para.1)

© Japan Securities Dealers Association.All Rights Reserved. 8

[ Self Regulatory Operations Required of JSDA
under FIEA ]

Self Regulatory Operations Outline
D Rule-making » Establishment and making awareness of
(Item 10, Paragraph 1 of Article 67-8) self-regulatory rules applicable to member

firms

@ Inspection and Monitoring of members’ | + Inspection and monitoring of members’
compliance with laws and regulations business activities and internal control
(Item 14, Paragraph 1 of Article 67-8) system
@ Disciplinary Actions (Article 68-2) » Taking any of such actions as reprimand,

fines, suspension or limitation of
membership, expulsion, etc. against
member firms violating laws and self
regulatory rules

@ Improving the aptitude of members’ » Holding qualification examination for
officers and employees securities sales representatives and for
(tem 9, Paragraph 1 of Article 67-8) employees responsible for internal
administration
® Settlements of complaints and * Resolving complaints from investors
mediations between investors and concerning member firms’ operations.
member firms Conducting mediation for resolving disputes
(tem 11, Paragraph 1 of Article 67-8) between member firms and investors

© Japan Securities Dealers Association.All Rights Reserved. 9



[ Functions Required under FIEA ]

> Article 68

An Authorized Association shall stipulate the following items in
its articles of association;

@ It shall endeavor to prevent fraudulent acts, market manipulation or
collection of unreasonable fees or expenses by Member Firms, as well
as to promote the fair and equitable principles of transactions. (Para.3)

@ It shall endeavor to ensure confidence of investors, by having Member
Firms establish their internal rules and control systems for the purpose of
observance of the laws and regulations and the Authorized Association’s
articles of association and other regulations. (Para.4)

= Consequently, JSDA prescribes these items in its Articles of Association,
and prepares, if necessary, the model internal rules, etc. and requests
member firms to be equipped with such rules.

© Japan Securities Dealers Association.All Rights Reserved.

> Articles of Association

> Self Regulatory Rules

> Unified Business Practice Rules

= Rules prescribing the unified process in the securities industry regarding
rights and obligations in connection with securities transactions among
member firms.

» Dispute Settlement Rules

= Rules prescribing actions and procedures for JSDA to resolve disputes
between member firm and customer or among member firms.

» Association Management Rules

= Rules prescribing management procedures of various deliberating groups
within JSDA.

> Resolutions of the Board of Governors

© Japan Securities Dealers Association.All Rights Reserved.



In order to ensure the smooth running of financial instrument markets,
JSDA formulates various kinds of self regulatory rules applicable to
association members, thereby striving to make the financial instrument
business fair and efficient (number of rules: approximately 50).
Self regulatory rules are roughly classified as follows;

» Investment Solicitation, Customer Management and Internal Management

» Employees and Sales Representatives

» Advertising

» Personal Information Protection

» Stocks

» Bonds

» Foreign Products and Transactions

» Code of Ethics

© Japan Securities Dealers Association.All Rights Reserved.

> Rules Concerning Investment Solicitation, Customer Management and

Internal Management by Association Member
¢ Solicitation for Investments and Management of Customers, etc., by Association Members

¢ Establishment of Confidential Corporate Information Management System by Association
Members

¢ Change, efc. of Assessment Rates for Substitute Securities Related to Margin Transactions
¢ Establishment of Trade Compliance Screening System for the Prevention of Unfair Trading
* Proper Handling of Pre-Hearing by Association Members

¢ Establishment of Order Management System by Association Members

¢ Acceptance of Deposit, etc. of Securities

¢ Appropriate Implementation of Separated Management of Customer Assets by Regular
Members

¢ Internal Administrators, etc. of Association Members

* Application for Confirmation, Examination, Confirmation, etc. of Incidents

¢ Unification of Accounting for Securities Business Related

¢ Handling of Documents Delivery, etc. through Electromagnetic Methods

¢ Financial Instruments Intermediary Service Providers

¢ Protection, etc. of Customers from Fraudulent Withdrawal Using Counterfeit or Stolen Card
¢ Planning, etc. of Business Continuity Management in case of Emergency by Regular Members
¢ Elimination of Relationship with Antisocial Forces

© Japan Securities Dealers Association.All Rights Reserved.



> Rules Concerning Employees and Sales Representatives
* Employees of Association Members

* Sales and Purchase, etc. of Specified Securities, etc. of Listed Companies, etc. by
Employees of Association Members

* Qualification and Registration, etc. of Sales Representatives of Association Members

* Qualification Examination for Sales Representatives

> Rules Concerning Advertising
* Representation of Advertising, etc. and Offer of Premiums

* Handling of Analyst Reports

» Rules and Guideline Concerning Personal Information Protection
* Guideline for Protection of Personal Information
* Securement of Proper Handling of Personal Information by Association Members

* Complaint Processing Operation Related to Handling of Personal Information

© Japan Securities Dealers Association.All Rights Reserved.

> Rules Concerning Stocks
* Over-The Counter Securities
* Green Sheet Issues and Phoenix Issues

* Sale and Purchase, etc. of Listed Share Certificates, etc. Conducted Outside of
Financial Instruments Exchange Market

* Transactions Subject to Closing Price and Associated Proprietary Transactions
* Handling of Cumulative Stock Investment and Mini Investment in Stocks

* Handling of Borrowing and Lending Transactions for Share Certificates, etc.

* Underwriting, etc. of Securities

* Distribution to Customers Related to Underwriting, etc. of Public Offering, etc. of
Share Certificates, etc.

* Handling of Allocation of New Share Certificates to Third Party, etc.

© Japan Securities Dealers Association.All Rights Reserved.



» Rules Concerning Bonds
¢ Publication of Over-The Counter Trading Reference Prices, etc. and Trading Prices of Bonds
* Publication, etc. of Over-The Counter Quotation of Corporate Bonds for Retail Customers

¢ Solicitation, etc. of Sale and Purchase, etc. of Domestic CPs, etc., and Private Placement
Corporate Bonds

¢ Handling of Sale and Purchase of Bonds with Options

* Handling of Conditional Sale and Purchase of Bonds, etc.

* Handling of Sale and Purchase of Bonds, etc. with Delayed Settlement

* Handling of Short Selling, and Borrowing and Lending Transactions of Bonds

» Rules Concerning Foreign Products and Transactions
* Sale and Purchase of Foreign Securities

¢ Special Provisions of the Rules Concerning Sale and Purchase of Foreign Securities regarding
Overseas Issued Securities Solicited to Small Number of Investors

* Foreign Securities Futures Transactions, etc.

» Rules Concerning Securitized Products
¢ Distributions, etc. of Securitized Products

» Rules Concerning Derivatives Transactions
¢ CFD Transactions

» Rules Concerning Code of Ethics

*  Maintenance of and Compliance with Ethical Code by Association Members

© Japan Securities Dealers Association.All Rights Reserved.

» Rules Concerning Solicitation for Investments and
Management of Customers, etc., by Association
Members

@ Principle of Suitability, Management of Customer Card,
Solicitation Commencement Criteria, Transaction
Commencement Criteria

@ Adequate Explanations to Customers, Collection of Written
Confirmations

@ Prevention of Insider Trading

@ Prevention of misunderstanding the instruments offered by
Special Members (Registered Financial Institutions) as bank
deposits, etc.

@ Prudent solicitation and sale toward elderly customers (see

p34)
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» Rules Concerning Internal Administrators, etc. of
Association Members
@ Qualification, disposition, responsibilities, etc. of
officer /employee that manages legal compliance with FIEA,
by Association Members

@ Internal Administration Supervisor
(responsible for the compliance of the company as a whole)

@ Internal Administration Assistant Supervisor

@ Sales Manager
(leader in charge of compliance at sales outlet level)

@ Internal Administrator
(employee in charge of compliance at sales outlet level)

© Japan Securities Dealers Association.All Rights Reserved.

» Rules Concerning Establishment of Trade
Compliance Screening System for the Prevention of
Unfair Trading

@®Regular Members to establish sale and purchase
management system to prevent customers’ unfair trading of
listed stocks, etc.

@ Establish internal rules

@ Proper understanding of customers’ trend of sale and
purchase and reason for trading as well as an examination
of sale and purchases

@ Prepare/save internal records

© Japan Securities Dealers Association.All Rights Reserved.
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» Rules Concerning Employees of Association
Members
@ Inquiry of past disciplinary action taken by Association at
the time of employees recruiting
@ Prohibited acts by employees
(Examples of prohibited acts)

v Leakage of confidentiality obtained through occupation

v’ Advertisement not being checked by examiner of advertisement
v Derivatives transactions made by employee as own investment
v’ Securities Transactions conducted jointly with customer

@ Report of breach of laws and rules

@ Disciplinary action due to the conduct of inappropriate acts

© Japan Securities Dealers Association.All Rights Reserved.

» Rules Concerning Over-The-Counter Securities

@ Solicitation of investments and sale and purchase of non-
listed stocks

@ Association Members must not solicit customers for sales of
non-listed stocks, except for the cases below.
< Exceptional Cases >

v'Green Sheet issues, Phoenix issues
v'Non-listed stocks, etc. issued by listed companies

v'Private Placement for professional investors

© Japan Securities Dealers Association.All Rights Reserved.
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> Rules Concerning Underwriting, etc. of Securities

@ Regulations concerning underwriting of securities that
Regular Members conduct in Japan

@ Ensure independence of underwriting examination
@ Underwriting examination items

@ Verify use of funds and request issuers to disclose this
information, request also issuers to disclose the dividend
payout and dividend policy

© Japan Securities Dealers Association.All Rights Reserved.

» Rules Concerning Publication of Over-The-Counter
Trading Reference Prices, etc. and Trading Price of
Bonds

@ Over-the Counter Transactions

@ Publicize “Reference Prices for Transactions” (every
business day)

@ Publicize “Monthly Trading Volumes” , etc.

@ Ensure fair trading (trading by proper price, display of
price information to retail investors)

© Japan Securities Dealers Association.All Rights Reserved.
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» Rules Concerning Sale and Purchase of Foreign

Securities

@ Self Regulatory Rules for sale and purchase, and public
offerings and secondary offering of foreign securities

@ Requirements for foreign securities for which investment
solicitation of retail customers is possible

@ Delivery of explicative notes and notice for Foreign

Securities

JSDA conducts inspections regarding compliance with laws and self regulatory rules
in such areas of Association Members’ businesses as sales activities and status of the

internal administration system.

© Japan Securities Dealers Association.All Rights Reserved.

In addition to that, JSDA conducts monitoring surveys regarding the business

management of Regular Members and their segregated administration of customers’

assets.

(1) Overview of inspections of Association members

The inspections are conducted by JSDA's inspectors visiting headquarters and
branches of the Member Firms. The number of the inspectors and the duration

differs according to the size of the firms.

Special Member (Registered Financial Inst.)

FY Mar. 2012 FY Mar. 2013 FY Mar. 2014
Regular Member (Securities Company) 87 87 84
In which joint inspection with Stock Exchange (30) (28) (31)
In which inspection conducted solely by JSDA (57) (59) (53)
53 53 48

Notes: 1. 251 Regular Members and 213 Special Members as of September 1, 2015

2. For Regular Members which are participants of stock exchanges, the inspection shall be conducted jointly by

JSDA and stock exchanges.

© Japan Securities Dealers Association.All Rights Reserved.
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(2) Monitoring surveys regarding the status of management of
Regular Members and their segregated administration of
customers’ assets

@ Business management of Regular Members
= Grasped mainly through capital adequacy ratio
@ Segregated administration of customers’ assets

= Regular Members are required to administrate separately the funds
and securities deposited by customers from their proprietary assets.
JSDA verifies the status of this administration.

JSDA requires Regular Members to report their asset segregation status
every month, and monitors those reports to check status.

© Japan Securities Dealers Association.All Rights Reserved.

JSDA takes strict disciplinary action against Association Members and their officers and

employees for violations of laws, self regulatory rules, etc., to prevent their recurrence and

as a deterrent

Types of disciplinary action taken by JSDA

@ Association Members
¢ Expulsion
* Suspension or restriction of membership (for max. 6 months)
* Levy of negligence fine (with upper limit of 500 mil. yen regarding the portion of

disciplinary action)

¢ Reprimand

@ Officers and employees of Association Members
* Treatment as performer of inappropriate acts
* Revocation of Sales Representative Qualification
* Suspension of Sales Representative Qualification (for max. 2 years)
¢ In addition to the above, as administrative sanction;

* Revocation of Registration as Sales Representative, Suspension of Duty of Sales
Representative (for max. 2 years)

© Japan Securities Dealers Association.All Rights Reserved.
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JSDA carries out the registration process for Sales Representatives under
mandate by Prime Minister (FSA).

Moreover, pursuant to the Self Regulatory Rule, JSDA implements the Sales
Representative Qualification examination and the training seminar for renewal
of Sales Representative Qualification.

(1) Registration process of Sales Representatives

An Association Member must have the names, birthdays, etc. of officers and
employees to whom it intends to assign the duty of Sales Representative
recorded in the register provided by JSDA pursuant to the FIEA and the relevant
Self Regulatory Rule.

To ensure only those who have a certain knowledge of securities become Sales
Representatives and engage in sales activity, JSDA implements a Sales
Representatives examination and limits registration eligibility to those that pass
this examination and obtain qualification (that-is-to-say, those who are not
qualified are not eligible for registration).

© Japan Securities Dealers Association.All Rights Reserved.

(2) Types of Sales Representative Qualification
(Qualification for those belong to Securities Companies)
Type 1 Sales Representative Qualification: Qualified to handle entire range of

duties of Sales Representative

Type 2 Sales Representative Qualification: Qualified to handle the duties of Sales
Representatives regarding cash market securities transactions (unable to handle
securities with share options, margin transactions and derivatives transactions)

(3) Outline of Examination for Sales Representatives
(Same for Type 1 and Type 2)

* Eligibility for Examination: Officers, employees and persons expected to be
employed of Association Members

* Method of Examination: CBT (taking exam on computer at the examination
venue)

* Question format: Yes or No type questions and 1 correct choice among 5
choices

¢ Textbook: “Sales Representative Manual” produced by JSDA

Ref.: As Sales Representative Examinations are open to the public, anyone can
take it

© Japan Securities Dealers Association.All Rights Reserved.
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(4) Training Course for Renewal of Sales Representative
Qualification

After registration, a Sale Representative is required to take the “Training
Course for Renewal of Sales Representative Qualification” every 5 years,
thereby verifying his/her basic knowledge as an SR at least every 5 years.

This training course is also conducted by the CBT method.

Ref.: Regarding Internal Administrators Qualification Examination

Passing the Examination for Internal Administrator Qualification is
required to engage in the duties of the aforementioned “Internal
Administrator” and “Sales Manager”. This Examination is also
implemented by JSDA.

© Japan Securities Dealers Association.All Rights Reserved.

FIEA requires JSDA to handle customers’ complaints
and requests for consultation regarding Association
Members, as well as to provide a “mediation”
service to resolve disputes over securities transactions
between customers and Association Members.

These tasks of handling complaints /consultations and
mediation are assigned to, and conducted by the
Financial Instruments Mediation Assistance Center
(FINMAC), which is an NPO.

© Japan Securities Dealers Association.All Rights Reserved.
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(1) Complaints and Consultation

* Consulting staff of FINMAC responds to requests for consultation and to
inquiries from customers in connection with financial instruments or

trading methods.

* After receiving the complaints concerning a specific securities transaction
or the related solicitation or procedures, FINMAC acts as an
intermediary between the counterparty Association Member and assists

in the resolution of the dispute.

Customers

(1) Complaints/Consultation

Negotiations

dispute, advice and others

(4)Explanation of solution for

Negotiations

Business Operators
(entrustment arrangement)

(2) Intermediation of complaints
linstruction of investigation

(3)Submission of materials and others,
Reporting results of investigation

Duty to accept

mediation process

! 1
Use of Mediation Lawsuit
System

(2) Mediation

Duty to submit
materials

© Japan Securities Dealers Association.All Rights Reserved. 32

* If FINMAC does not succeed in resolving a dispute through
discussions and the customer is not satisfied with the result,
it will introduce lawsuits, arbitrage or mediation as

necessary.

* In the Mediation system, a neutral and independent
“Mediator (lawyer)” is appointed by FINMAC to act as an
intermediary. The Customer reapplies for this service to
FINMAC, which appoints a Mediator and takes the
necessary procedures to resolve the dispute with the
counterparty Association Member.

© Japan Securities Dealers Association.All Rights Reserved. 33
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New rules for sales by solicitation towards elderly customers are fully
implemented from March, 2014

Background

* Situation where there are an increasing number of elderly customers.
.

Increasing number of complaints from elderly customers (in particular, from their
families).
Purpose

Implementing cautious solicitation of and sales to elderly customers, thereby
enabling them to fully understand and conduct transactions.

Thereby mitigating as much as possible complaints and troubles

Outline of Rules

Association Members should establish internal rules prescribing the solicitation of

and sales to elderly customers, and must strive to conduct solicitation and sales in
compliance with those internal rules.

= Customers over 75 years old shall be defined as “Elderly Customers”.

= When soliciting the purchase of complex securities by elderly customers over

75 years old, prior permission from an officer of the Association Member is
required.

© Japan Securifies Dealers Association.All Rights Reserved. 34

= When soliciting the purchase of complex securities from customers over 80 years old,
the order should not be taken on the same day.

= The order should be taken on or after the following day. The person who receives
such an order shall be an officer of the Association Member and not sales staff.

= After receiving an order, and when the order is executed, the details of the executed
transaction shall be communicated to the elderly customer.

© Japan Securities Dealers Association.All Rights Reserved. 35
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Thank you for your attention !!
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Japan Securities Dealers Association Rules for IPOs

October 5, 2015

Self-regulation HQ, Equity Market Div.
Japan Securities Dealers Association

© Japan Securities Dealers Association.All Rights Reserved.

Reference 1: Japan Securities Dealers Association, "Rules Concerning

Underwriting, Etc. of Securities” (Underwriting Rules)

Reference 2: Japan Securities Dealers Association, "Detailed Rules
Relating to the Rules Concerning Underwriting, Etc. of

Securities" (Detailed Underwriting Rules)

Reference 3: Japan Securities Dealers Association, "Rules Concerning
Distribution to Customers Related to Underwriting, Etc. of
Public Offering, Etc. of Share Certificates, Etc." (Distribution
Rules)
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1. Underwriting rules

© Japan Securities Dealers Association.All Rights Reserved. 2

» The rules for initial public offerings of shares (IPOs) are mainly
established by a stock exchanges.
® Listing requirements
® Listing review

» The JSDA has established rules concerning the underwriting of
shares by brokerages and the associated distribution of such
shares.

® Initial public offerings (IPOs) are governed by these rules.

® Inits rules, JSDA prescribes the basic principles that should
be observed. The specifics of how each company ensures
that underwriting and distribution are handled appropriately in
actual practice are established in each company's own
internal rules and manuals, which they enforce themselves.

© Japan Securities Dealers Association.All Rights Reserved. 3



»  Appropriate underwriting decisions (Underwriting Rules Article 3)
® Ensure necessary and sufficient period of time for the underwriting
review
® Based on the substance of the underwriting review
® Underwriting decision must be made based on the overall judgment
and responsibility
» Rigorous underwriting review (Underwriting Rules Article 12)
® The underwriting review department carries out a rigorous
underwriting review of the underwriting review categories listed in
Article 16 of the Underwriting Rules (for an IPO)
® The materials necessary for the underwriting review are received
from the issuer
® Exchange of questions and answers with the issuer, both in person
and in writing
® Sound out the auditor
Receive comfort letter from the auditor
® Utilize securities analyst research findings

cf. "Cabinet Office Ordinance on the Financial Instruments Business",
Article 123-1-5

© Japan Securities Dealers Association.All Rights Reserved.

»  Develop underwriting review framework (1)
® Ensuring the independence of the underwriting review (Underwriting
Rules Article 5)
v' Establish an underwriting review department
v' Officers and personnel responsible for the underwriting review
may not be involved in underwriting
(with certain exceptions)
® Establishinternal rules for underwriting reviews (Underwriting Rules
Article 6-1)
v" Underwriting review categories
v" Information necessary for an appropriate review
v" Information necessary to form an opinion while ensuring the
independence of the underwriting review
® Establishinternal manual for underwriting review (Underwriting
Rules Article 6-2)
v Underwriting review procedures

© Japan Securities Dealers Association.All Rights Reserved.



» Develop underwriting review framework (2)
Create underwriting review records and retain for 5 years

(Underwriting Rules Article 7)

v' Materials and information collected in the underwriting review

v" Records of the analysis and evaluation of these materials and
information

v' Materials and information that served as the basis of the
underwriting decision

v" Records of the process of forming the underwriting decision

Regular internal inspections/audits of underwriting (Underwriting

Rules Article 8)

v' Are the internal rules being observed?

v

Is the internal manual being properly followed?

© Japan Securities Dealers Association.All Rights Reserved.

»  Develop underwriting review framework (2)
Create underwriting review records and retain for 5 years

(Underwriting Rules Article 7)

v
v

v

v

Materials and information collected in the underwriting review
Records of the analysis and evaluation of these materials and
information

Materials and information that served as the basis of the
underwriting decision

Records of the process of forming the underwriting decision

Regular internal inspections/audits of underwriting (Underwriting

Rules Article 8)
v' Are the internal rules being observed?

v

Is the internal manual being properly followed?
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» ltems for underwriting review (for equity IPOs)
(Underwriting Rules Article 16-1(1) and Detailed Underwriting
Rules Article 9-1))

Eligibility for public offering

Soundness and independence of corporate management

Business continuity regime

Corporate governance and internal control regime

Financial condition and business performance

Business performance outlook

Intended use of proceeds

Proper disclosure of company information

% The above represent the minimum as far as the items for
underwriting review specified by the rules. It may be necessary to
review other items as needed.

© Japan Securities Dealers Association.All Rights Reserved.

»  After launch, and up to the payment date (Underwriting Rules Article 4)
® Strive to get accurate information about how the issuer is doing.
® Sound out the issuer as necessary
» Immediately following IPO (Underwriting Rules Article 15)
® \When the issuer discloses material facts immediately after the IPO
v Check whether the circumstances arose before the IPO
v' Check whether the issuer was misleading in the information
provided during the underwriting review
v Verify whether the disclosures at the time of the IPO were
appropriate
v' Ifitis determined that there is a substantial disparity between
what was disclosed at the time of the IPO and the issuers
business situation at the time of the underwriting review, offer
the issuer the opportunity to fully explain the reasons for this to
the investors

© Japan Securities Dealers Association.All Rights Reserved.



» Ask the issuer to disclose the following information in press
releases at the time of the launch and/or in the securities
registration statement (Underwriting Rules Article 20-1, Article 23)
® Intended use of proceeds
® Impact on the issuer's future earnings attributable to the

funds raised

* Because the issuer is not a member of the JSDA, the rules of
the JSDA do not apply to the issuer.
Therefore, these rules take a form in which the brokerages,
which are members of the JSDA, are obligated to request
disclosure by the issuer.

© Japan Securities Dealers Association.All Rights Reserved.

» Tokyo Stock Exchange, "Enforcement Rules for Securities Listing Regulations"

(Procedure for public offering before listing)

Rule 233.  In cases where an initial listing applicant conducts a public offering before listing, the initial listing
applicant and the lead underwriter shall follow either of the procedures listed below.

(1) Book-building

(2) Public offering through competitive bidding

(Determination of offering price)

Rule 234. After comprehensively considering factors including the possible danger arising from a fluctuation in share
prices in the time up to the listingday and the expected demand for the securities, the initial listing applicant and
the lead underwriter shall determine the offering price based on the circumstances that apply in accordance with
the method used for the offering, as shown below.

(1) When book-building is used:

The state of investor demand, as gauged through the book-building

(2) When there is a public offering through competitive bidding:

The weighted average winning bid price in the public offering through competitive bidding (referring to a price
obtained by calculating the weighted average by the method in which the aggregate of the amounts obtained by
multiplying the winning prices by the winning numbers of shares is divided by the total number of shares
associated with the winning bids), and other results of the competitive bidding process.

2 (Omitted)

© Japan Securities Dealers Association.All Rights Reserved.
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Set estimated offering price
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®

Gauge investor demand based on the preliminary terms indicated by institutional

investors who excel in price discovery
= Set price more in line with the market trend

» Set proper offering terms by respecting prevailing market
conditions. Must not underwrite on terms that are seriously
inappropriate with respect to quantity, price, or some other
element (Underwriting Rules Article 24).
cf. "Cabinet Office Ordinance on the Financial Instruments

Business", Article 123-1-4

» When setting the offering price through book-building, it is done
in consultation with the issuer, based on the investor demand
gauged through book-building and taking into general
consideration the risk of market fluctuations in the time period
leading up to the payment date (Underwriting Rules Article 25).

© Japan Securities Dealers Association.All Rights Reserved.

12

13



» When setting the offering price at the time of the IPO, after the suitability

of the price is verified by a department or committee that has no close
business relationship with the issuer or investors, the records of this
verification must be retained for five years (Underwriting Rules Article
26).

A brokerage that underwrites IPOs must establish internal rules
specifying what is necessary in order to set preliminary terms and prices
and to properly conduct book-building. It must also prepare an internal
manual that specifies the procedures for this (Underwriting Rules Article
27).

An underwriter must conduct regular inspections/audits to assess the
state of compliance with its internal rules and to see if the internal
manual is being properly followed (Underwriting Rules Article 28).

© Japan Securities Dealers Association.All Rights Reserved.

When setting the preliminary terms of an IPO through book-building, it is done in

consultation with the issuer, taking into general consideration the following

matters (Detailed Underwriting Rules Article 14-1(1)).

® The nature of the issuer's business, its financial condition, and its business
results

® The opinions of persons who have professional expertise and experience in
investing

®  Other materials and opinions that can serve as a reference when
determining the preliminary terms

Formulate a basic policy for gauging demand. Book-building is carried out based

on this basic policy (Detailed Underwriting Rules Article 14-1(2)).

Book-building may not include submissions that are clearly expected to

correspond with those listed below (Detailed Underwriting Rules Article 14-1(2)).

® Submissions that are not based on actual investor demand

®  Overly large submissions aimed at securing an allotment

®  Multiple submissions based on the demand from a single investor

Book-building records are retained for six months (Detailed Underwriting Rules

Article 14-1(3)).

© Japan Securities Dealers Association.All Rights Reserved.
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2. Distribution rules

© Japan Securities Dealers Association.All Rights Reserved. 16

» Basic principles for the distribution of shares by
a brokerage (Distribution Rules Article 2-1)
® Fairness

® Must not be tilted towards certain investors without
good reason

© Japan Securities Dealers Association.All Rights Reserved. 17



» Oyabike (the practice of selling shares to parties designated by the issuer) is
prohibited, in principle (Distribution Rules Article 2-2).

» At the time of the IPO, the recipients of at least 10% of the volume of shares
that is to be distributed to individual customers is determined by lottery
(Distribution Rules Article 3).

» At the time of the IPO, if the distribution to individual customers is decided by
a means other than by lottery, the following points must be considered
(Distribution Rules Article 4).

There must not be an excessive distribution for a certain investor and
the distribution must not be unfair

The difference between the distribution using this means and the
average per customer quantity using the lottery method must not be
significant

Distributions must not be made repeatedly to the same customer

© Japan Securities Dealers Association.All Rights Reserved.

» Providing information about the distribution recipients to the issuer
(Distribution Rules Articles 5 to 8).

Names and distribution quantities for certain institutional investors that
became recipients

Does not include information about individual investors.

Information provided after distribution is completed

Attach a commitment in writing that the issuer will not leak the
information that it receives.

» Information about the status of the distribution is reported to JSDA, and
JSDA releases it (Distribution Rules Article 13).

On a quarterly basis, distribution situation in terms of recipient
characteristics and distribution quantities

—http://lwww.jsda.or.jp/shiryo/toukei/kabu-haibun/index.html

On a monthly basis, distributions to individual customers by IPO issue
(including quantities for distributions by lottery and distributions by other
means)

—http://lwww.jsda.or.jp/shiryo/toukei/shinkikoukai/index.html

© Japan Securities Dealers Association.All Rights Reserved.
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» Formulate basic policy and make it known to investors (Distribution
Rules Article 9).
® How lotteries are conducted
® Measures to prevent excessive distributions to certain investors
and unfair distributions
® Relationship between book-building and distribution
® Other policy matters
» Draw up internal rules (Distribution Rules Article 10).
® The aforementioned basic policy
Customers who are prohibited from receiving distributions
Legal and regulatory compliance
Distribution of "hot issues"
Distributions when the environment deteriorates
Other matters

© Japan Securities Dealers Association.All Rights Reserved.

» The chief internal control officer (person in charge of compliance) is
responsible for carrying out regular internal inspections to see if
distributions are properly conducted in accordance with the internal
rules (Distribution Rules Article 11).

» The following records are retained for 5 years (Distribution Rules
Article 12).

® Distribution records

® |Lottery records

® Records of the findings of aforementioned inspections

— Purpose is to ensure that audits/inspections by outside parties
are carried out properly

— The brokerage must respond to requests for these records and
submit to audits as requested by the JSDA

© Japan Securities Dealers Association.All Rights Reserved.
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The Role of an Underwriter in an IPO
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Introduction of the Stock Exchange and the IPO

| Astock exchange and its role

What is a stock exchange?

1. Place where investors buy/sell stocks and other securities

2. Place where companies raise funds efficiently

3. Only certified securities companies allowed to offer brokerage
services

4. Pillar of economy and capital markets

5. Company created by special act

The role of a stock exchange

1. Sets trading procedures

2. Monitors share price movements, securities
companies’ activities

3. Monitors information disclosure of listed companies

4. Assesses listing applicants

5. Provides information on stock prices to the public




| Why do we need a stock exchange?
|

Companies issuing stocks

e Without a stock exchange, it would be difficult for companies to find lots of investors who want to buy
stocks when they issue new shares.

Investors trading in stocks

e Without a stock exchange, it would be difficult for investors to find people who want to trade in stocks
and also difficult for favorable quotes to be achieved.

e Hence, a stock exchange is able to support both companies and investors.

[ Mongolian Stock Exchange

—
No stock exchange

/'

What is an Initial Public Offering?

J\ - A company lists for the first time on a stock exchange and conducts a public offering
L

Advantages of Listing

e Access new funding

e Incentivize employees

Advantages for companies
e Build market awareness

e Give opportunity to new
. investors for investing in
e Personal prestige Mongolian companies

Key Considerations in Deciding to List

Meeting and passing e Quantitative requirements
the listing criteria e Qualitative requirements

Deliver value to existing investors

Advantages for investors

Disclosure of information

e Cost - initial and ongoing

Disadvantages of listing
Pressure for performance

In this lecture, I'd like to present an overview of the timeline of preparing for an initial public and other
important issues relating to such preparation.

™




Practice of the Initial Public Offering

Key Parties Involved in the Initial Public Offering Process

J\ - Appoint a team of advisors having deep experience and a strong grasp of regulatory trends
L

Securities Company

<Issue Manager>

- Advise on the structure of the listing and the
company’s capital structure.

- Advise on all requirements under the Listing
Manual and all other relevant laws.

- Assistin drafting the prospectus.

- Co-ordinate activities of all parties.

- Develop equity story

- Advise on the issue price, size, timing and
distribution.

- Advise and coordinate the road show, book
building and public relations activities.

- Advise on the preparation of all public
announcements and all correspondence with
the stock exchange and other authorities.

‘ Financial Regulatory Commission

‘ Mongolian Stock Exchange }-—sUpemse

- Advise on the marketing strategy for the listing.

Issuer Listing Company

Accounting Firm
<Auditor>

- Audit the consolidated financial statements in
accordance with MFRS / IFRS.

- Issue a comfort letter.

- Review financial information and commentary
containedin the prospectus.

- Assist in drafting the prospectus.

Approval for Public Offering

Law Firm

< Legal Counsel>

Issuer’s counsel

- Prepare legal due diligence report.

- Assist in drafting the prospectus.

- Advise issuer on legal and regulatory issues.
Inderwriter’s coun:

- Review legal due diligence report and opinions
by issuer’s counsel.

- Review prospectus.

- Coordinate legal advice from foreign legal
counsel in relation to selling restrictions in
jurisdictions where marketing of the issue is
planned.




| A Sample Timeline of Preparations for an IPO on MSE
LI
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4-6 7-9 10-12 1-3

Road Map of Preparations for
Issuer Companies

@_aunch IPO project

¢ Appoint Relevant Parties

Key Issues

Conduct | Startto Apply

Initial DD |

Start to Be Reviewed
by MSE

’
Start to Draft
Listing Rules

Conducting Due Diligence)
(Business, Account, Legal)

Initial DD

The Prospectus

:DD for

DD for Y
120163-4Q

2016 1-2Q

DD for 2014-2015

Meeting
lity For Listing

Constructing

Corporate Finance Strategy

Drafting the Prospectus
Reviewing by MSE

Conducting IPO

4

tE:reckme";._ Apply MSE Rules to
of L :
listing Meet the Eligibility Requirements

Implement Future Business Plan
Develop Equity Story and Capital Structure Plan

: . Draft Prospectus and
| . Other Related Application Documents
E Pre
E Consulting .

Due Diligence

This document has been prepared by Daiwa Securities Co. L. (*Daiwa Securiies) based on informaton, the sources of which are
believed by Daiwa Securities 1o be reliable, but Daiwa Securities makes no representation nor warranty as 1o the accuracy or
completeness of such information. Recipients of this document must make their own decisions on whether or not to adopt the
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Reason of conducting the due diligence (1)

| - Drafting prospectus
LI

® Due diligence list from next slide is adjusted to the contents of prospectus and the project team will draft
the prospectus based on the due diligence so an initial listing applicant’s responses may directly reflect in
description of the prospectus.

® The prospectus will be used to one of the listing application document and offering circular of the IPO.

Table of contents of the prospectus

Part I.
Part II.
Part Ill.
Part IV.
Part V.
Part VI.
Part VII.

Part VIII.

Part IX.

The contents may be amended after discussing with MSE, FRC and other relevantorganization.

OFFERING SUMMARY

INFORMATION ON THE PUBLIC OFFERING

ISSUER INFORMATION

INFORMATION ON THE ISSUER’'S MANAGEMENT AND SHAREHOLDERS
RELATED PARTY TRANSACTIONS

FINANCIAL INFORMATION

MONGOLIA: COUNTRY INFORMATION

THE MONGOLIAN SECURITIES MARKET

OTHER INFORMATION

| Table of contents of the due diligence list (1)

= After completion of the due diligence list by an applicant, investment bank will report to the applicant
about the result of the due diligence, in terms of drafting the prospectus and meeting listing requirement.

® Based on the result of the due diligence, investment bank will make a plan of detail schedule for
meeting listing requirement and drafting prospectus.

ltems

o © ® N o o~ N2

Descriptions Date
GENERAL

CORPORATE STRACTURE / LEGAL STATUS
HISTORY AND DEVELOPMENT

INDUSTORY OVERVIEW

RISK FACTORS

BUSINESS STRATEGY

BUSINESS OPERATIONS AND MANAGEMENT
MARKETING

LICENSES AND REGULATIONS

RISK MANAGEMENT AND OTHER COMPLIANCE MATTERS
EMPLOYEES / DIRECTORS



| Table of contents of the due diligence list (2)

=)
(o]
=
@

ltems Descriptions
12. ACCOUNTS AND FINANCIAL

13. FINANCE

14. AGREEMENT AND CONTRACTS
15. INTELLECTUAL PROPERTY

16. RESEARCH AND DEVELOPMENT
17. TAXATION

18. PROPERTY

19. LEGAL AND LITIGATION

20. INFORMATION TECHNOLOGY

21. RELATED PARTY TRANSACTIONS
22. MAJOR SHAREHOLDERS

23. OTHERS

24. ANTI-MONEY LAUNDERING

25. ECONOMIC SANCTIONS

26. ANTI-BRIBERY

27. COMLIANCE AND INVEASTIGATIONS
28. ENVIRONMENTAL MATTERS

Reason of conducting the due diligence (2)

| - Meeting qualitative listing requirement
LI

= An initial listing applicant must, in a prospectus and other filings, provide to the exchange and investors
evidence of its suitability to become a listed company.

= The points below address some of the things that are normally required of companies in order for them
to list on a stock exchange.

The requirements may be amended after discussing with MSE, FRC and other relevant organization.

Corporate continuity e Alisted company must have the ability to continue to operate its
and profitability business (continuity) and have a revenue base to generate stable profit
(profitability).

Soundness of e Soundness-related requirements are used to asses the possibility that
corporate management the proﬁts of the busi_ness are m:)t flowing inappropriately to related
parties, thereby causing loss to investors.

Effectiveness of ) )
Corporate governance e Alisted company must have effective corporate governance and

and internal control internal control.

. e After listing, companies are required to disclose to investors in a timely
Disclosure and appropriate manner financial and other information that could
impact investment decisions.

Other e In addition to the above criteria, the examination also covers other
issues important to the protection of investors and the public good.



Example of qualitative listing requirements (1)
J - Corporate Continuity and Profitability, Soundness of Corporate Management
LI

0 Corporate Continuity and Profitability

e Continuity

For example, the exchange assesses whether there are issues that could negatively impact
relationships with customers and whether or not important contracts and permits are expected to
remain in place after listing.

e Profitability

Specifically, the exchange assesses the company’srevenue base on the basis of its past earnings, and
based on that assessment, evaluates the reasonableness of its post-listing business plans, etc.

9 Soundness of Corporate Management

e Soundness

Specifically, the exchange examines the necessity of such transactions as well as the reasonableness
of the price at which they are transacted. For example, when a company engages in unnecessary
transactions in order to benefita company owned by a relative or uses the goods or services of a
company owned by a relative when those could be obtained more cheaply from another supplier, profits
that properly belong to shareholders are being diverted to related parties.

ecurities

s prohibited

Example of qualitative listing requirements (2)
| - Effectiveness of Corporate Governance and Internal Control, Disclosure
LI

9 Effectiveness of Corporate Governance and Internal Control

e Corporate Governance

With regard to corporate governance, the exchange assesses whether decision making by the board of
directors is conducted appropriately. The exchange looks at the roles played by each of the directors,
and whether a system of checks is in place. The effectiveness of the audit committee is also examined.

e Internal Control

With regard to internal control, to ascertain that the company will be able to operate fairly and
continuously as a listed company, the exchange assesses whether the company has sufficientand
effective internal control mechanisms to prevent dishonest behavior and errors by employees and to
avoid unforeseen losses; e.g., whether appropriate internal policies have been created and are being
enforced, and whether there is an active regime in place for regular internal audits.

o Disclosure — (1)

e Periodic financial reports

The exchange determines whether the company is able to file periodic financial reports at the required
times during the year, as well as correctly prepare disclosure documents required by law and file them
with the relevant authorities by the deadlines specified in law.

isclosure, distributio
s is prohibited



Example of qualitative listing requirements (3)
| - Disclosure and Other

9 Disclosure - (2)

e Disclosure for a timely and appropriate manner

Corporate information that could significantly influence investment decisionsincludes information about
the company’s financial condition and performance as well as information about executives and major
shareholders. The company must disclose and explain such information to investors, and must have
mechanisms in place to do so in a timely and appropriate manner.

e |Insider trading

Furthermore, as insider trading by company insiders not only damages investors’ trust in the company
but also harms their faith in the stock market as a whole, the company must take steps to prevent
insider trading.

e Other

o The protection of investors and the public good

For example, if the company is involved in any disputes or conflicts that could have a significantimpact
on the management or performance of the company, the exchange asses whether they have the
potential to cause loss to investors in the future.
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Preparing the financial statements

J\ - Financial statements to be prepared by management and audited by independent accountants
L

o Preparation and fair presentation of financial statements by management

e Company’s management shall be responsible for the financial statements.

Company’s management is responsible for the preparation and fair presentation of the financial statements in accordance with the
accounting principles generally accepted in Mongolia, and for the effective implementation of the internal control as the
management determines is necessary to enable the preparation of the financial statements that are free from material
misstatements, whether due to fraud or error.

After the offering, the Company shall continue to be responsible for the financial statements for the subsequent quarters/years, all
of which should be fairly presented in the continuous disclosures.

9 Proper auditing of the financial statements

e Proper audits conducted by independent accountants would give reasonable assurance to the prospective
investors.

Auditor’s responsibility is to express an opinion on the financial statements based on their audits. The auditing standards would
require that they comply with ethical requirements and perform the audit to obtain reasonable assurance about whether the
financial statements are free from material misstatement.

The audit involves performing procedures to obtain audit evidence about the amounts and disclosures in the financial statements
and also includes evaluating the appropriateness of accounting policies used and the reasonableness of accounting estimates
made by management, as well as evaluating the overall presentation of the financial statements.

e Establishment of internal control infrastructure

e Internal control should be properly established and thoroughly implemented by management.

Internal control is the process designed to ensure reliable financial reporting, effective and efficient business operations, and
compliance with applicable laws and regulations.

Periodic review on the internal control functioning would be essential to monitor the variety of the risks involved within the group.

This document has been prepared by Daiwa Securities Co. Ltd. (*Daiwa Securiies") based on information, the sources of which are
believed by Daiwa Securities 1 be reliable, but Daiwa no cy or
completeness of such information. Recipients of

recommendations discussed in this document, based upon their specific situations
dissemination, copying, or reproduction of this document without prior writien conser

pt the
ves. Any use, disclosure, distribution
wa Securities is prohibited

Description of key documents
| - Underwriting or purchase agreement, legal opinion, comfort letter, etc.
L]

@ underwriting agreement or purchase agreement

e An underwriting agreement or purchase agreement shall be duly executed between the Company and the lead
manager and binding on both parties.

In accordance with the agreement, the lead manager shall agree, jointly and severally, to subscribe for and purchase
from the Company the entire amount of the securities at the issue price at the closing.

Basic terms to be covered in the agreement would be as follows.
Representations and Warranties of the Company
Underwriting/Purchase, Sale and Delivery
Covenants of the Company and the Lead Manager
Conditions to Lead Manager’s Obligations
Indemnification
Termination of Agreement

Governing Law and Jurisdiction
9 Execution document — legal opinion

e Alegal opinion would be the important condition precedent to ensure the contents of the Prospectus as well as
to duly close the offering.

Alegal opinion would be produced by the external legal counsel to confirm the descriptions of the Prospectus in material
respects and the legality and enforceability of the offering before it closes.

All of the documents relating to the offering shall be examined by the external legal counsel and the opinion would be
provided with respect to the clearance and completeness of the offering.

s documenthas been prepared by Daiwa Securies Co. L. (‘Daiwe Securies) based on nformaton, e sources ofwich are
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Description of key documents (cont’d)
- Underwriting or purchase agreement, legal opinion, comfort letter, etc.

e Execution document — comfort letter

e A comfort letter would be the letter of the assurance on the financial figures to be furnished by auditor.

A comfort letter is a document prepared by an external auditor assuring the financial soundness or backing of the
Company. The comfort letter would be issued by an accountantdeclaring no indication of false or misleading
information in the financial statements of the Prospectus, those of which would follow the generally accepted
accounting principles in Mongolia.

The comfort letter also states that, while a full audit has not been done, a review has revealed nothing inaccurate or
misleading and that the auditor is comfortable that a full audit would not uncover anything unusual that would negatively
affect the offering.

Comfort letters are typically signed prior to the pricing or closing date for an IPO or other public offering, as a part of the
due diligence process. Subsequently, a “bring-down” letter is used to re-verify, as of a later date (i.e., closing date), that
the original comfort letter is still valid.

0 Execution document — issuer certificate, etc

4

e An issuer certificate would be the letter of the confirmation on the Company’s status at the closing.

The Company would issue a certificate stating that all the representations and warranties of the Company as provided
in the subscription/purchase agreement be certified and also that no material adverse event has occurred, both on the
closing date.

Other certificates (i.e., certificate of articles of incorporation, certificate of incumbency, ) and/or certified copies (i.e.,
resolutions of meeting of board of directors, resolutions of shareholders’ meeting) would be necessary to certify the
contents of the Prospectus, as the case may be.

This document has been prepared by Daiwa Securities Co. Ld. ("Daiwa Securities") based on i
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| Constructing the equity story
|

Constructing the equity story

e A compelling equity story is an essential part of the marketing of an initial public offering.

- Ahighly compelling equity story is essential in order to entice investors to subscribe for shares.

- The equity story is combined with other informationinto a presentation that is delivered to a number of investors.

It is important to effectively convey to investors the strengths and growth story of the company in order to achieve a
good IPO price and achieve capital raising objectives.

e Using the company’s financial information, business strategy, earnings outlook, business environment
outlook, etc., the company and the issue manager form a persuasive case to convince investors to buy

the stock.

Key factors of equity story

Business strategy

going forward \

Future growth
prospects

Ability to
generate profit

The company’s
strengths, etc.

e

Investment theme

This document has been prepared by Daiwa Securities Co. Ltd. (*Daiwa Securiies") based on information, the sources of which are
believed by Daiwa Securities fo be reliable, but Daiwa Securities makes no representation nor warranty as 1o the accuracy or
completeness of such information. Recipients of this document must make their own decisions on whether or not to adopt the
recommendatons discussed in this document, based upon their specific situations and objectives. Any use, disclosure, distribution,
dissemination, copying, or reproduction of this document without prior writlen consent from Daiwa Securities is prohibited 22

| Planning the capital structure
|

Capital structure

e Consideration of opportunities to conduct a pre-IPO allocation of shares to a strategic partner

- By forming a capital and business alliance involving an allocation of shares to a strategic partner prior to the IPO,
would make the equity story more concrete and help to maximize the valuation achieved at listing.

e Consideration of post-listing shareholder structure and offering structure

- In consideration of the amount of capital to be raised and the desired shareholder structure, determine the proportion
of the offering shares to be supplied by new issuance and selling shareholders.

e Consideration of dividend policy

- Determine the dividend policy in consideration of the company’s current growth stage and future earnings prospects.
(Normally, a growth-stage company should return little or no capital to investors.)

o Target equity ratio
9 Estimate of future risk assets

e Estimate of future retained earnings

The amount of capital to be raised in the IPO
and any follow-on offerings should be
determined so that a balance is achieved
between obtaining required investment capital
and achieving capital efficiency (ROE).
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| Use of proceed and growth strategy
N

4

pajeaiun  ABajesg Yymouas pejejey

In equity finance, use of proceed should be concrete and directly related with the growth strategy in order to persuade
investors that the proceed leads to the future growth of issuer’s corporate value

Generally, “Capital Investment” and "M&A” would be recognized as appreciated use of proceed because investors easily
associate the invested proceed with the growth strategy

Proceed

Unclear Concreteness

General criteria for use of proceed

Not-excellent if concrete and positively
related with growth strategy

Clear

Use of

Proceed Grow

Capital »Clear
Inve: Exce”ent (Need to disclose concrete plan and amount)

»Very Clear
-~ = N Use of proceed is highly rated Excellent (Need to disclose concrete deal and amount)

G »Not a prospective use of proceed
ood »Need to disclose impacts on financial status

Good ~ Difficult to confirm the effect of R&D

Good >Need to confirm the consistency with cash flow
(growing stage) | » Unclear use of proceed

This document has been prepared by Daiwa Securities Co. Ld. ("Daiwa Securiies") based on information, the sources of which are

believed by Daiwa Securities fo be reliable, but Daiwa Securities makes no representation nor warranty as 1o the accuracy or

completeness of such information. Recipients of this document must make their own decisions on whether or not to adopt the

recommendatons discussed in this document, based upon their specific situations and objectives. Any use, disclosure, distribution,
production of this prior writien consent from Daiwa Securities is prohibited.

IPO Prices
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Determining the Selling Price of a Listed Company’s Stock
| - Everything is determined entirely by market value.
L]

The selling price of a listed company’s stock

e Par value is used as a basis when thinking about issue prices and dividends.

e However, par value is meaningless with regard to the formation of share prices in the capital market.
Everything is determined entirely by market value.

Unlisted pubic company Listed public company

. Net Income x PER
Determination of Par Value x (1 + Premium) Book Value x PBR

selling price Reflects past performance Reflects future growth expectations

Determiner of
Management of Listing Company Investors
selling price
Evaluation of Dividend Rate Dividend Yield
dividend payout level (Dividend <+ Par Value) (Dividend <+ Share Price)

This document has been prepared by Daiwa Securities Co. Ltd. (*Daiwa Securiies") based on information, the sources of which are
believed by Daiwa Securities t be reliable, but Daiwa Securities makes no re anty as to the accuracy or
completeness of such information. Recipients of this document must make their own decisions on whether

recommendatons discussed in this document, based upon their specific situations and objectives. Any use, disclosure, distibution

dissemination, copying, or reproduction of this document without prior writlen consent from Daiwa Securities is prohibited 26

| Valuation Using Price-to-Earnings Multiples

Market capitalization

= Price per share X the number of shares outstanding

imating share price fi P/E multiples of comparable companies

Market

Average

Profit plan [JD.4 =
P/E multiple RS g

capitalization

Average of the P/E ratios of comparables Expected earnings (net income)

® PER is the most common method of valuation for POs. ® The expected consolidated net income of the
unlisted (IPO) company for the period of listing.

® P/E ratio = Price / Earnings per share. Use the latest
available share prices. Earnings means net income. ® Unusual items on the income statement are
excluded from the calculation of net income.

Comparable companies are selected according to the
similarity of their business (product, service, sector,
share of earnings from similar product/service, etc.),
size, growth potential, profitability, etc. to those of the
unlisted company being valued.

complteness of such infomakon. Reci
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| Example: Determining the IPO Price of ABC Corporation

PER of comparables

Company

Estimated
Net income

PER Market cap.

times
17.0

11.0

-20.0

14.0

19.0

—|T/®|(mmo

12.0

Average **

14.6

* Target net income for FY2013.
** Because F's PER is negative, it is excluded from the average.

FY2013 Estimated: US$18m
8 million shares (before IPO)
2 million shares

EPS of ABC Corporation

US$1.8 (after IPO)

Process of calculating mean PER

As explained on the previous page, a number of listed comparable companies
are selected on the basis of business and financial similarities to the IPO
company. Due to the current insufficient number of listed companies in
Mongolia, comparable stocks would be sought in other Asian markets.

The price-to-earnings ratio is calculated for each comparable company,
extreme values (negative values, very large values) are excluded, and the
mean or median value is calculated.

Average Estimated
. X X = i
P/E multiple IPO price
14.6 times x US$1.8 X (1-30%) = Us$18.4
Estimated .
: x = Amount raised
IPO price
US$18.4 X 2m shares % = US$37m % Assuming a capital increase of 25 percent
compared to the number of shares outstanding.
Estimated x _ Market
IPO price capitalization
US$18.4 X 10m shares = US$184m 28
. ' .
Comparison of the pricing methods in Japan
- Auction method and Book building method
LI
= Currently in Japan, auction and book building methods are coexisting as a pricing method. However, after 1997, only
book building method has actually been applied in the pricing.
Auction method Book buil method
= An auctionis conducted in portion of the shares to be = Basedon feedback from pre-marketing to institutional investors, investment
offered without an upper limit, and the weighted average banks determine an indicative price range.
Overview of the successful bids becomes the public offer price for | = Within the indicative price range, level of demand in each price is then
the remaining public offering tranche of the offering calculated and an offering price is determined taking into account the market
conditions and the level of demand for the offering
= Lower limit = Reference price
v 85 % of the price calculated by comparable analysis - Calculated by investment bank based on issuers’ business, financial records
Auction Price/ = Upper limit and financial status compared with the comparable companies, considering
Indicative Price .~ No limit market condition
= Indicative price range
< Determined based on feedback from pre-marketing to institutional investors
= Auction: Shares are allocated to bidders starting with = Pricing for public offering based on the result of book building and market
Eelr BreerD the highest bid condition by investment banks’ decision
9 = Public Offer: Weighted average of the successful bids
from the auction
= Demand/Supply from individual investors = Demand/Supply from Institutional investors, valuation from institutional
Factors . ¥ . . ; t
impacting = Discretion of investment bank (based on weighted investors
pricing average of the successful bids from the auction) = Discretion of investment banks (based on weighted average of the successful
bids from the auction)
= Auction = Public Offer
= Allocation to bidders as the amount bid by each = Investment banks underwrite the public offering tranche and sell shares to
successful bidder investors
Allocation = Public Offer - Balloting is used for the allocation If demand is larger than the shares to be
> Investment banks underwrite the public offering tranche offered n the portion of individual investors
and sell shares to investors
- Balloting is used for the allocation If demand is larger
than the shares to be offered
Finance Period ™ Around 1 month since listing approval = Around 1 month since listing approval
29
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Comparison of the pricing methods in Japan
} - Pros and Cons of Auction and Book building

| I
Auction method Book building method

2 Pricing process is clear because this pricing method is based | w Pricing process is unclear compared with auction method, because
on market principle and reflects various players’ viewpoints investment banks have stronger discretion on pricing
N In popular deals, many investors are going to bid higher price Investment banks ensure the clarity of pricing process by structuring
expecting to be allocated many shares, and therefore, the checking mechanism for validity and by disclosing pricing process on
offer price is speculatively determined (higher offer price) prospectus.
N Valuation capability of investment bank does not perform well | 2 Leveraging underwriting capabilities, Investment banks determine the
Pricing on auction method offer price considering not only primary market condition but also
8 Auction has upper limit on bidding shares, and as a result, secondary market.
demand from institutional investors is often excluded 2 Hearing from price leaders, investment banks determine the offer price
through book building process
2 Investment banks have no discretion on allocation, and a8 Allocation process is unclear compared with auction method, because
shares are allocated to bidders starting with the highest bid, investment banks have stronger discretion on allocation
which provides fare investment opportunities Investment banks ensure the clarity of allocation by disclosing
8 Upper limit on bidding shares allocationrules, keeping allocation record and allocating a portion for
balloting
Allocation 2 Investment banks are able to allocate shares for institutional investors
considering investors characteristics and quality of demand.
8 High underwriting risks because of low discretionary on 2 Although this method also has market volatility risk, book building
Underwriting pricing process mitigates underwriting risk
Risks
N Not a general method of pricing in developed countries 2 Global standard of pricing, adopted in developed countries
General including Japan.

30
Comparison of the flow of pricing
J - Auction method and Book building method
L
Auction method :
Comparable multiples valuation Intrinsic /comparable multiples valuation
IPO Discount
Reference price :
on SRS and Reference Price
prospectus i
85% of the price based ! Pre-marketing
on comparable multiples
valuation !
Lower it 3 S q
(No upper limit) 3 Indicative price range
Auction 3 Book building
| ool Offer price f Offer price
U dssugtprlce ! Determined based on weighted average of the successful Determined based on demand
nderritingREly bids from the auction : in book building
Public offer 3 Public offer
(rest of auctioned shares) ! (all the shares to be offered)
Listing date (trade starts)
31
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Offerings

Domestic Offering and Global Offering
| - Overview of Domestic Offering and Global Offering

Overview

Registration/
Contracts/
Other materials

Due Diligence
(bD)

PEOPUIOA

Preparation

Road show target

Book building period

Other considerations

mestic Offering

Lead Manager
Bookrunner

Domestic Tranche

Institutional Investors
Individual Investors

SRS, Prospectus
Road show materials
(Japanese)

DD based on the rule of Japan
Securities Dealers Association

1~2 months

Domestic Institutional
Investors

(including Japanese offices of
overseasinvestors)

5~7 business days

No solicitation for the overseas
investors (but not excludes the
investment from over seas
investors)

Institutional Investors Investors in Euro, Asia
U.S. Investors (QIB)

Domestic Tranche

Individual Investors

Global Offering
(Reg.S and 144A)

Global Coordinator

Lead Manager/
Bookn;unner

Lead Manager/
Bookrlunner

SRS, Prospectus
Extraordinary report, English Prospectus
Road show materials (Japanese, English)

DD based on the rule of Japan Securities
Dealers Association
DD based on overseas laws

2~3 months

Domestic Institutional Investors
Overseas Institutional Investors

7~10 business days

Need to assign law farms (Japanese law
and U.S. law)

Rule10b-5

Rule12g3-2(b)

Overseas Tranche

Role’s description

e Global Coordinator

Coordinating the overall
deal execution

e.g. appropriately
balancing between
domestic and overseas
tranche

e Bookrunner

Targeting investors and
marketing with effective
equity stories

Ability to successfully place
the offering with domestic
and overseas sales
capabilities

Research capabilities and
sales network’s consistent
sales effort post-offering

33
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Domestic Offering and Global Offering

| - Difference of target investors
L]

= Global offering is an offering scheme in which shares are actively offered to the overseas
investors in addition to the domestic investors.

Difference of target Investors

Domestic Offering

Global Offering
Domestic Investors Overseas Investors
Retail Investors Institutional Investors Euro (outside of U.S.) us.
® Include all domestic investors | o |nstitutionalinvestors are ® |[nstitutional investors, ® |Institutional investors,
(individual and corporation) investors like below accounting for over 50% of accounting for just below 50%
except institutional investors Banks, Trust bank, Life overseas investors which of overseas investors which
o Track records show high insurance, Non life insurance, investinto Japanese stocks investinto Japanese stocks
demand from this investor Investment trust, Investment ® Interms of jurisdictions, U.Kis | ® Some players manage the
group advisoretc the largest, and Asian players huge amount of funds but
o Compared with the offeringin © Trust bank, investment (HK, Sin.gapore) are selective as for Japanese
U.S and Europe, retail advisor, annuity funds from accounting for larger the stocks
investors account for the life insurance are primary shares recenty ® Primary sources are annuity,
larger part in Japanese players among institutional ® Primary sources are annuity, insurance funds, and
offering investors insurance funds investment trust
" Private Placement Private Placement
(Disclosure based on F%:i:zl‘lr;estf::\tits and Exchange Law) (based on each country's (Rule 144A) or
regulation) Offer to the Public*
* In case registered under the Securities Act
34
LI
o Maximize demand
e |n addition to the domesticinvestors, involving overseas investors which manage the large amount of fund could
maximize the demand in the offerings
9 Consideration for existing overseas investors
e Provide opportunities for the existing overseas investors to participate in the offering, and, through the overseas
road show, convey the equity story and growth strategies
e Improve name recognition (attract new shareholders)
e Because many overseas investors have Growth Investment Strategy as their investment policies, being recognized
by these investors is essential for issuers’ future growth
e Approaching to these investors by conveying equity story motivates them to participate in the primary offerings or to
invest in the secondary market.
Maximize enterprise value and stabilize aftermarket
= By maximize demand in the primary offerings, investors with unfilled demand might invest in the secondary market
m  Successfully communicating equity stories for the existing shareholders prevents a falling stock price and stabilizes
aftermarket
= By involving overseas investors in growing phase, maximize corporate value
This document has been prepared by Daiva Securities Co. Lid. (‘Daiwa Securities”) based on information, the sources of which are
believed by Daiwa Securites o be reliable, but Daiwa Securiliss makes no representation nor warraniy as 10 the or
recommendatons discussed in this document,based upon their specifc siuations and objectives. Any use, disclosure, distibut
dissemination,copying, or reproduction of ths document without prior writen consent fom Daiva Securities i pronibited 35
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Investor Relations

Daiwa Securities Group Inc.
October 6, 2015

1. ABOUT INVESTOR RELATIONS




What is Investor Relations (IR) & Why do we need IR?

€ R is a communication between a company and investors, and it is necessary to form proper stock price of the company

Definition of IR

Investor Relationsis the communication of information and insight
between a company and the investment community. This process enables a
full appreciation of the company’s business activities, strategy and
prospects and allows the market to make an informed judgment about the
fair value and appropriate ownership of a company.

(Source: HP of Investor Relations Society)

Goal of IR

v Build trust between shareholders and/or investors
v' Form proper stock price
v’ Acquire long-terminvestors
v Notify management strategy and management philosophy
v Promote understanding of the company and business
v’ Improve the recognition of the company
(Source: IR Basic Book of Japan Investor Relations Association)

Role of IR (external)

€ IR communicate mainly with institutional investors and individual investors including shareholders.

Flow of IR Information (external)

- Institutional
Individual Investors <«
7 Investors i
Rating
Agencies
Public
Analysts

T (Brokers)

Media

/ Authorities

Public Investor Finance Planning
Relations Relations Dept. Dept.

Issuer .



Role of IR (internal)

4 Comments or opinions of institutional investors and individual investors including shareholders are shared with

managements
Flow of Feedbacks
Planning

Issuer
Managements
Dept.
) AN
Plubllc Finance y Rating
Relations h
Investor Dept. Agencies
7
Analysts /

Relations
Media /
/ Portfolio Managers
Public Individual Al Asset Management
OVESTOrS (Brokers) Institutional Investors 5

Authorities

2. IR OF DAIWA SECURITIES GROUP INC.




Basic IR Policies

4 Daiwa Securities Group Inc. has basically 3 main policies regarding IR activities

Providing information accurately on requested timing

sty by investors

Disclosing impartially to all investors and avoid

Fairl . . . .
v informing only to particular investors

Continuing IR activities regardless of favorable or

Continuousl . .
v unfavorable business conditions

7
@ Disclosure Committee, a sub-committee of the Executive Management Committee, makes final decisions regarding the
disclosure of information
Flow Chart of Disclosure Activities
Information Disclosure
Daiwa Securities Group Inc. q
Reporting 2 — o
] ; xecutive Managemen
Disclosure Committee cOmmittei
(Determine what information will be disclosed and the disclosure method)
Disclosure Committee Secretariat
Planning Dept. Finance Dept.
Subsidiaries —> Flow for management-related information
(excluding financial information)
Departments responsible for processing information o .
(Corporate Planning Dept. etc.) ~—>  Flow for financial information

Department with jurisdiction over the information, or
the executive officer responsible



Shareholder Structure of Daiwa

@ Foreign investors’ share is 45.3%, financial institution’s share is 27.7% and individual investors’ share is 18.2%

Shareholder Structure

50%
45% | )
40% = —o e
DNV ’

35% A

« \\K‘Wﬁ\y‘/‘
5% 27.7%
20%

d W S
18.2%

15%

—e—Foreign Investors

10%
—a— Financial Institution
5%
—&—Individual Investors
0% I I I I I I I I I I I I I I I I I I I I I I
Mar.‘Sep. Man‘ Sep. Mar.‘Sep. Mar.‘Sep. Mar.‘Sep. Mar.‘ Sep. Mar.‘Sep. Mar.‘Sep. Mar.‘ Sep. Mar.‘Sep. Mar.‘Sep. Mar.‘ Sep.|Mar.
2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 |2015

Basic IR Activities

9 IR manage events, publish documents, and operate shareholder reward program etc.

Planning Events

Announcement of earnings results (quarterly)

Group Strategies Meetings (CEO presentation to institutional investors and media, semi annually)
IR Meetings with Analysts, Fund Managers and Institutional Investors ( domestic and overseas
through out the year except for quiet periods )

v' IR seminar for individual investors

ANENEN

Publishing Documents

v Annual Report (Business & financial reports for shareholders, both on Japanese and US standards)
v’ Business Report (Simplified reports for individual shareholders)
v Presentation materials for earnings results
v’ Presentation materials for management strategies meetings
Other Operations
v’ Operating shareholder reward program
v Managing web site of Daiwa Securities Group (IR section)
v

Corresponding to inquiries from shareholders and investors, etc.




IR Calendar

@ There are many events throughout the year.

FY2014 Annual Schedule

4Q FY2013 1QFY2014 2QFY2014 3QFY2014
earnings earnings earnings earnings
announcement announcement announcement announcement
Overseas Overseas Overseas
road show road show road show
Apr May Jun Jul Aug Sep Oct Nov Dec - Jan Feb Mar
Sfriup Publish IR-Meeting Individual investor
Mra te_g‘/ annual report Focused on meetings
eeting Retail Business
Send out interim Send out interim
Shareholder reward program & Shareholder reward program &
business report business report
The 77th Ordinary General Meeting of Shareholders 11

Preparation for Earnings Announcement

@ Begin preparation for earnings announcement about a month before the announcement day cooperating with other

departments

End of Quarter

Preparation for 1Q FY2015 earnings announce

nts

~ 4th week of Jun. 1st week of July

2nd week of July 3rd week of July 4th week of July

End of July 1st week of Aug

Meetings with
analysts and
institutional
investors for final
pre-reviews

Meetings with
analysts and
institutional investors
for earnings reviews

Kick off meeting

with Finance dept.

and PR dept. to prepare
for the announcements

Requesting all
concerning departments
and subsidiaries to
answer any assumed
questions at the

200 questions, 25
departments)

announcements (approx.

Prepare presentation material

Gain internal approval
for disclosing contents

Actual flow of announcement date

T 16:00 Press conference at Tokyo Stock Ex.

Prepare for telephone conference

« Official notice on HP

* Noticing institutional & foreign investors
by e-mail

* Reserving conference services and
interpreter

19:00 T conference at Headquarters
(simultaneous interpreting)
CFO presentation 15min.

Q&A session 20 - 30 min.

21:00 Uploading on-demand audio file of the
telephone conference on HP




Institutional Investors and Analysts

@ Hold around 300 meetings with institutional investors and analysts throughout the year
4 Main questions at the meetings include growth stories, earnings and corporate governance

Meetings With Institutional Investors and Analysts Group Strategy Meeting

350 323
300 279
250 . u Sellside

Analysts

= Investors

FY2012 FY2013 FY2014

Popular Questions at Meetings Daiwa Investment Conference

* Management strategy for growth
* Capital and dividend policy

* Earnings forecastand results

* Corporate Governance

13
€ Committee system of Corporate Governance with 3 committees
Corporate Governance System at Daiwa Securities Group
Shareholders’ Meeting
| Outside Director Council
Board of Directors, |
12 members
(including 5 outside directors) — Nominating Committee, —— Audit Committee, — Compensation Committee,
6 members 4 members 5 members
Basic management policy (including 4 outside (including 3 outside (including 3 outside
directors) directors) directors)
Executive Management Committee,
13 members Group Risk . Group IT Overseas
Disclosure
G ide busi r— d Management Committee Strategy Management
roup-wide usmess.s rategy an Committee Committee Committee
management issues,
important financial matters
Representative Executive Officer Group Internal Audit Committee



Individual Investors

4 Hold meetings at branches of Daiwa Securities Ltd. throughout Japan for individual investors
@ Also hold internet live seminar for investors who cannot attend the meetings at branches

Meetings at Branches of Daiwa Securities Ltd.

*/ Hokkaido
Osaka Sapporo
Umeda Miyagi
Sendai
Kyoto

Nagoya Tokyo
Hiroshi " Honten
Hiroshima ?’ Kanagawa  Kichijoji
Fukuoka A Yokohama

Popular Questions at Meetings

* Management strategy for growth
* Economy

* Dividend

* Shareholder Return Program

\

Internet Live Seminar

15

Capital Policy Aimed at the Sustainable
Improvement of Corporate Value

@ Aim for sustainable improvement of corporate value by working to achieve the optimum balance between the maintenance
of financial soundness, the improvement of capital efficiency, and the strengthening of shareholder returns

Maintenance of financial soundness

® Secure capital and liquidity capable of
responding to tighter international
financial regulations

Establish a financial base for
maintaining and improving credit
rating

Secure financial flexibility that enables
agile investments for growth under
any environment

= Continue strict risk control

P

Strengthen shareholder returns

= Aim for stable dividend growth by continuously

improving earning power

Improve
Daiwa'’s sustainable
corporate value

Improvement of capital efficiency

B |nvest management resources
appropriately in business areas with
high growth and profit potential in
Japan and overseas with a focus on
capital efficiency (ROE)

®  Aim to reduce capital cost by
diversifying risks through expansion
of the business portfolio

Image of capital

Feasibility of share buyback will be reviewed by
taking a comprehensive look at factors
including the business environment, financial
conditions, regulatory requirements, and level
of stock price

Strengthen
shareholder,
returns
Accumulate
profits
Invest in growth
areas
FY2014 FY2015 16

onwards



Dividend Payment Policy

@ Pay dividends semiannually at a pay-out ratio of approximately 40% based on the consolidated financial performance

Divi

end Payment Policy

Daiwa Securities Group Inc. (the “Company”) aims to continuously raise shareholders' value including a profit-sharing.

The Company will basically pay dividends semiannually at a pay-out ratio of approximately 40% based on the consolidated
financial performance. The Company will also consider increasing returns to its shareholders in various ways including share
buybacks when it has sufficient accumulated capital to pursue further growth.

*The new dividend payment policy will take effect from the fiscal year ending on March 31, 2016

(from interim dividend for FY2015, which will be paid in December 2015)

60% 50.5%

Pay-out ratioactual) 0" *
'ay-out ratio\actuat
v 10 324% 3119  378%  334%  355%
° '/0\ .
30% KA 0 4 *
20% 40.0%
- i 0,
Pay-out ratio 10% 30.0%
0% U
Dividend per share (JPY) 3 12 17 17 14 16
FY2012 FY2013 FY2014 FY2015
Interim Year-end Interim Year-end Interim Year-end Interim Year-end

17
@ Provide gifts to shareholders as of end of March and September
Shareholder Return Prog
Holding shares: 1,000-2,999 Holding shares: 3,000-4,999
Select one item from Catalogue A (around ¥2,000 per item) Select two items from Catalogue A (around ¥2,000 per item)
Holding shares: 5,000-9,999 Holding shares: more than 10,000
Select one item from Catalogue B (around ¥5,000 per item) Select two items from Catalogue B (around ¥5,000 per item)

Examples of reward items

18



Human Resources Strategy

4 Human resource is the most important management resource for the Group

Supporting the success of
“Female Employees”

Increase the number of female branch managers

a at Daiwa Securitie

2Theratios of females are in the brackets

19
3 (16.1%) n

207
60 (73%) N

3. APPENDIX

Selected as “Nadeshiko Brand”,
“Health and Productivity Companies”

Companies selected for both categories
(12 Companies)

40 companies 22 companies

* Nadeshiko Brand consists of Tokyo Stock Exchange (TSE) first section
listed companies, which are selected jointly by METI and TSE as
exemplary companies that encourage active role of female
employees in the workplace. Selected companies must also show
outstanding financial performance in the industry.

* Health & Productivity Stock Selection consists of TSE listed
companies, which are selected jointly by METI and TSE as exemplary
companies that make excellent efforts in health and productivity
management of their employees.

Economy, Trade y 19

20

10



Appendix

Trading Value by Investor Type

@ Presence of foreign investors is expanding

100%

80%

60%

40%

20%

Appendix

Published documents

FY1990

FY1995

FY2000

FY2005

FY2010

FY2014

Tra Value by Investor Type

| ® Financial Institutions
| M Business Corporations
| ® Individual Investors
| M Foreign Investors

M Others

(Source: HP of Japan Exchange Group) 21

@ Annual report consists of company’s profile, messages from managements, and corporate governance etc.
@ Publish and send business report semi-annually to shareholders

Annual Report 2015

Business Report

11



Appendix

Web Site

Daiwa Securities Group Inc.
Investor Relations
E-mail: ir-section@daiwa.co.jp
URL: http://www.daiwa-grp.jp/english/ir/index.cfm
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Project for Capacity Building of Capital Market in Mongolia
(Training Course in Tokyo)
- Listing Standard & Underwriters -

October 5, 2015

Daiwa Institute of Research
Japan Economic Research Institute

Contents

1. Introduction
2. Listing Standard & Examination: Cross National Comparison

3. Evaluating Underwriters



1. Introduction

Support Under JICA TA: Consulting Framework

.
et
o T
e, %
RS
.
. &
.
)

—, (1) Policy Committee %

— (2)RBS
(a) Seminars

(3) SRO <"

.-k (5) Financial Literacy

R — (b) Training Course
= (4) IPO & Dual-LiSting ==
¥ " » | (c)PilotIPO

.

*
-

*, = (d) Pilot Dual-Listing

(& others)



(4)-(c),(d) Pilot IPO & Dual-Listing

> <

Feedback Feedback

Re$ulate & Examine

Candidate : :
Issuer : : nnn
Companies : :
Underwriting : : .
Companies : H
1 v' Scheduling for IPO / DL
. ¥' Accounting system
Technical Support (under NDA) v Capital policy
v Documentation
v Corporate governance
v Post IPO disclosures
. v' Budget planning
(& others) . Consultant Team v IR activities
v Internal auditing

What is IPO (Initial Public Offering)?

A company lists for the first time on a stock exchange and conducts a public offering

Difference between a listed public company and an unlisted company

Unlisted Company Listed Company

& & i)

Existing Owner Existing Owner Sell

Sell
Bu Market
Buy . Fundraising transaction
Frrfl e Buy Negotiated rrer e®e® 0%¢
rrrr Fundraisin transaction rrrr
= e (M ! (N (0| NN

_ Investor c A'Targe number of investors
— SRy Market Participants;



Benefits of IPO

Increasing options for long-term
financing through improving
access to capital markets

Bringing liquidity to the
shares: Can be used for
M&As

Marketing & promotion:
Raised company profile &
positive public image

Improving transparency/
efficiency of a firm,
through better monitoring
by the capital markets

Receiving market valuation
Attracting foreign partners

Signaling for

credit purposes Potential exit strategy

for the current owners

Enhanced employee
loyalty through greater
options for compensation

Costs of IPO

According to the practices in US, total IPO costs are a big portion of the issue proceeds (avg. 15-30%),
which can be divided into the followings.

Spread: Consisting of direct fees paid by
the issuer to U/W’ers - difference btw the
price the issuer receives & the offer price

Indirect expenses:
Cost of management time

Other direct expenses:
* U/W commission (3-8%)

* Legal fee spent working on IPO

* Auditing fee * Not reported on the prospectus
* Filing fee

* Printing fees Green Shoe option:

» Taxes

U/Wers’ right to buy

* Advertising costs... additional shares at the offer

* Avg.11% of the money raised

enElly e b wEe el Underpricing: price to cover overallotments
form 6% for larger firms to 17% —u
for smaller ones) Losses on selling

* All reported on the prospectus below the true value



Concerns Related to IPO

Responsibility towards investors:

Continuous scrutiny by investors &
analysts

Less confidentiality: Investor’s interest (not
Complete financial & stt_aady): Protection of
related party disclosure minority shareholders

Time consuming:

Management devotes time to
public company operations

Higher costs:
Regulatory, auditing,
legal & IR requirements

Not easy to
conduct asset play

Not easy to
change strategy

A small new issue may not be actively
traded, so market-determined price
may not reflect true value.

Equity Financing in Mongolian Context

m Mongolian companies listed at..

Harder €= Easier

Retail Thin investor base
. (Takes time...)
Mongolian

Investors Interest rate /
inflationary pressure
need to come down

(For issuers)
Cheaper FCY
financing
available for
blue chip
companies

Possibly
SWF

Less incentives
to buy @ MSE...

Dual Listing

ya

Strategic investors
. Emerging funds
Foreign Opportunistic investors

Investors
Most likely for
the time being...




Factors for a Successful IPO

Confidence in

management

.
.
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Privatization: Definition
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Privatization = ‘Process of transferring ownership of a business, enterprise, agency, public service, or
public property from the public to the private sector.” Choice of method is influenced by the depth of

capital markets, political and company-specific factors...

Privatization
(narrow sense)
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“ment Private :
Public <€ R > : Consumer :
evenue source I IUser :
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Privatization: What happened in Japan

» Japanese gov't promoted privatization
w/strong leadership in 80’s, to address;

- Fiscal deterioration
- Slowdown in economy

- Pressure from outside for deregulation

> As a result of the privatization;

- Fiscal position has improved

- Market discipline has been introduced
- Corporate governance has improved

5,000

Privatization Chronicle

TOPIX

3,000

4,500

3,500

3,000

4,000 —

2,500

OEPC
INPEX

2,000
JAPEX

2,500

= J-Power

1,500
- T

2,000

1,500

Offering Value (JPY bn)

1,000

500

. . 0
- Domestic capital markets has grown 8 ®

> Privatized companies have became global

players w/own growth strategies.

500

o o % w
[ JR= = -}

> NTT has been the largest privatization,
bringing a number of retail investors into

the capital market

> Privatized companies currently occupy 9% of
the total market cap in TSE

Privatization: Cases in Japan

49t
(9%)

JPY
570tn

JR-Central
A e JR-West
= JR-East
= NTT

TOPIX

TSE1 Market Capitalization (as of May 9, 2015)

Private
B Ex-Public

* Simple sum of the numbers for the group companies

(As of March 31, 2014)
Consolidated

[

Establishment/ Listed

1985/1985

East:1987/1992
West&Central:1987/1993

1985/1994

1951/1951

Paid-In Capital
(JPY bn)

East: 200
Group total*: 460

100

1,400

Total Revenue
(JPY bn)

10,925

East: 2,704
Group total*: 6,432

2,400

6,631

Ownership
(Voting rights base)
(red= public sector)

|

MOF:35.65%
Employee:0.81%

Privatized 3 companies
Private: 100.00%

Other 4 companies
JRTT:100.00%

MOF: 33.35%

NDF*: 50.10%
Employee: 1.46%
Tokyo Metropolis: 1.35%

* Nuclear Damage Compensation and
Decommissioning Facilitation Corporation


http://ja.wikipedia.org/wiki/%E3%83%95%E3%82%A1%E3%82%A4%E3%83%AB:JT_logo.svg
http://ja.wikipedia.org/wiki/%E3%83%95%E3%82%A1%E3%82%A4%E3%83%AB:JR_logo_(east).svg

2. Listing Standard & Examination: Cross National Comparison

Overview of key initial listing regulatory requirements

London Stock Exchange New York Ex 3
Main Market Stock Exchange g

Regulatory authority

Sponsor!
Overall timeline?
Accounting standard
Audited track record?
Minimum free float
Company history
Working capital

Market Cap

Financial Conduct Authority
(FCA)

Required
4+/- months
IFRS, EU IFRS or equiv
3 years
25%
3 years
Covering 12 months

£700k

Ongoing obligation requirements (after IPO)

Ealiad el

+ Annual financial report

« Half year financial report
* Interim management
statement

Financial reporting

Securities and Exchange
Commissions (SEC)

Not required
4+/- months

IFRS or US GAAP

3 years
(2 yrs for EGCs)®

NR
3 years

NR

NR (unless does not meet
earnings test)

+ Annual
* Quarterly (not for non-US)

Stock

Main Board
- HKSE
- Securities and Futures
Commission (SFC)

Required
6+/- months
IFRS, HK IFRS or equiv

3 years

25%
(15% for large issuers)

3 years
Covering 12 months

HK$200m

+ Annual
* Half yearly
* Quarterly (optional)

Singapore Exchange
Main Board

- SGX
- Monetary Authority of
Singapore (MAS)

Required

6+/- months

IFRS, SINIFRS,
US GAAP

3 years
25%
(12-20% for large issuers)
3 years
(1 yr market cap 2S$300m)
Covering 12 months

NR (unless does not meet
earnings test)

+ Annual
* Quarterly

Sponsor (or equivalent) is an investment bank appointed to manage the IPO process, with responsibilities to both the regulator and the issuer.

The Overall timeline from Kick-off of an IPO process to admission, excluding any time required for a pre-IPO preparation or restructuring.

Al stock exchanges - subject to certain exemption

EGCs: Emerging growth companies defined under the JOBS Act.



IPO in the UK — London Stock Exchange (Main Market)

@ Admit to the listing (Official List)
regulated by FCA (UKLA)

@ Admit to trading on the Main Market

¢ - -

@ > Listing #@

(Official List)

Trading

Issuer

» Regulatory authority = Financial Conduct Authority (FCA) referred to as the UK Listing Authority (UKLA)

» The company seeking to have its shares listed must apply to both the FCA for admission to the listing
(Official List) and the London Stock Exchange (LSE) for admission to trading

v" FCA (also referred to as the UKLA) regulates the Official List and oversees the listing process,
reviewing and approving company prospectus documents and ensuring that its rules are met

v LSE oversees the admission to trading and Disclosure Standards

» The Admission becomes effective only when all the relevant documents have been approved by the FCA,
and the decision to admit the securities to trading has been announces jointly by the LSE and the FCA

» In the UK, a company seeking admission to the LSE must appoint a sponsor. The sponsor takes a leading

role in the listing process, representing the company to both the LSE and the FCA.

IPO in the US - New York Stock Exchange/NASDAQ

Re\(iew & approve Review UW Review listing
‘ registration statement arrangement application F
and prospectus } m

Listing & Trading

Issuer

» Regulatory authority = Securities and Exchange Commission (SEC)

» Before undertaking an IPO, the company must file a registration statement (S-1), which includes the
prospectus, with the SEC. The SEC reviews the S-1 document and declares it effective once they are
satisfied.

» Financial Industry Regulatory Authority (FINRA) reviews the terms of the offering and the underwriting
arrangements to determine whether they are “fair and reasonable” and declares no objections

» NYSE/NASDAAQ reviews the listing application according to the initial listing standards for authorization



IPO in Singapore — Singapore Stock Exchange (Main Board)

@ Grant eligibility to list and approve listing
application

(@ Approve registration of prospectus

T ¥ W

Listing & Trading

Issuer

» Regulatory authority = Singapore Exchange Securities Trading Limited (SGX-ST) and Monetary
Authority of Singapore (MAS)

» The Company seeking an IPO must submit listing application and company prospectus to SGX-ST for
review and approval.

»  After obtaining SGX’s indication of eligibility to list (the letter of eligibility-to-list), the prospectus has to be
lodged with MAS, where it will be placed on the MAS website for public comments for a period of three to
four weeks.

» Upon receipt of MAS’ indication of approval for registration, the company will submit final prospectus to
SGX and MAS and register final prospectus with MAS before launching the offer of shares.

» In Singapore, a company seeking admission to the SGX must appoint its sponsor.

IPO in Hong Kong — Hong Kong Stock Exchange (Main Board)

Review & approve r
listing application ﬁ

and prospectus >

Listing & Trading

Issuer

» Regulatory authority = The Stock Exchange of Hong Kong Limited (HKSE) and Securities and
Futures Commission (SFC)

» HKSE overseas the listing process, reviewing and approving company prospectuses and ensuring that its
rules are met.

» The sponsor, on behalf of the issuer company, submits a listing application (A1) including a substantially
completed draft of the prospectus to the HKSE for its review and approval. The Application Proof will be
published on the HKSE website at the same time when the listing application is made. (started from April
2014)

» In Hong Kong, a company seeking admission to the exchange must appoint a sponsor. The sponsors
take a leading role in the listing process and key responsibilities including overall management of the IPO,

the preparation of the listing documents, etc.

20
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3. Evaluating Underwriters

Typical Underwriting Process

o R th > Road show
. . evenue grow i
Valuation / Structuring @ Financial soundness > Book building

® Promising business model > Pricing & allocation

® Reliable management » Listing & trading @VMSE

® Stock liquidity

> Aftermarket stabilization
® Clear of antisocial forces

> Submission to e Public Offering
MSE & FRC & Listing

Listing
Application

» Appointing issue mal
> Identifying objectives &
» Structuring corporate gover
» Preparing for accounting audit

Market
Capability

22

11



Evaluating Underwriters
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Audit and Internal Control Report System under
the Financial Instruments and Exchange Act

October 7, 2015

Masahiro Tokushige, Deputy Director
Corporate Accounting and Disclosure Division,
Planning and Coordination Bureau,
Financial Services Agency

Audit System under the Financial Instruments
and Exchange Act



Corporate Disclosure System under the Financial
Instruments and Exchange Act (Qutline)

[Primary Market]

*  When soliciting 50 or more persons for transactions of securities totaling 100
million yen or more, the issuer of the securities must submit a securities
registration statement.

[Secondary Market]
* The following companies must submit an annual securities report:

a) A listed company;

b) A company who submits an annual securities report;

¢) A company whose securities are held by 1,000 or more persons and whose

* 1947:

+ 1947:
+ 1948:

= 1957

* 1970:

* 1998:
* 2006:

* 2008:

stated capital is 500 million yen or more, etc.

Enactment of the Securities and Exchange Act (amended to the Financial Instruments and
Exchange Act in 2006)

Establishment and announcement of the audit standards by the Business Accounting Council
Enactment of the Certified Public Accountants Act
— Introduction of the qualification system for certified public accountants

— Introduction of audit firms (an audit firm may be incorporated by five or more certified public
accountants)

Obligation to undergo an audit of financial statements by a certified public accountant or an
audit firm

Obligation to prepare consolidated financial statements and undergo an audit thereof by a
certified public accountant or an audit firm

However, the focus is on non-consolidated financial statements. Consolidated financial
statements are positioned as secondary documents.

Obligation to prepare interim financial statements and undergo an audit thereof by a certified
public accountant or an audit firm

Consolidated financial statements came to be considered as major documents.

The Securities and Exchange Act was significantly amended and the Financial Instruments
and Exchange Act was enacted.

Listed companies became obligated to prepare quarterly consolidated financial statements
and undergo an audit thereof by a certified public accountant or an audit firm.

Listed companies became obligated to prepare internal control reports and undergo an audit
thereof by a certified public accountant or an audit firm.



Audit System under the Financial Instruments and Exchange Act

(Outline)

[Article 24, paragraph (1)]

O A listed company, etc. shall
- submit
- areport stating the financial conditions of the corporate group to which the company
belongs and of the company, other important matters, (an “annual securities report™)
- for each business year
- to the Prime Minister
- within three months after the end of that business year.
(Note 1) There are approximately 3,600 listed companies.
(Note 2) Listed companies shall submit quarterly reports and internal control reports (since 2008).
Companies other than listed companies (companies that have more than a certain number

of shareholders, etc.) must submit semiannual reports under the Financial Instruments
and Exchange Acts .

[Article 25, paragraph (1), item (iv)]
O Annual securities reports shall be made available for public inspection for five years after the
date of submission.

[Article 193-2, paragraph (1)]
O Financial statements (including quarterly financial statements) of listed companies ,etc .shall
be audited by a certified public accountant or an audit firm.

Listed company

[Audit report]

[Annual securities report]

Listed company

* Prepare financial statements in
compliance with “the accounting
standards generally accepted in Japan”

Financial conditions

Consolidated financial statements

+ Consolidated balance sheet

(" Certified public accountant or
audit firm*

+ Consolidated profit and loss statement, and
consolidated comprehensive income statement,
* Consolidated cash flow statement
+Consolidated statement of changes in net
assets

Financial statements
*Balance sheet

* Profit and loss statements
* Statement of changes.inhet assets

Conduct audits in compliance with
“the audit standards generally accepted
in Japan”

Present opinions as to whether the
financial statements fairly state the
financial conditions, operating results
and conditions of cash flow for the
relevant business year, in all material
respects, in compliance with “the
accounting standards generally
accepted in Japan”

*An audit firm may be incorporated by five or more
certified public accountants.




Standard - Setting Bodies (OQutline)

Accounting standards

Until July 2000, the Ministry of Finance and the Business Accounting Council set up thereunder
had developed the accounting standards to be followed by companies subject to disclosure
regulations under the Financial Instruments and Exchange Act.

In July 2000, the Financial Services Agency (FSA) was established.

From July 2000 to July 2001, the FSA and the Business Accounting Council developed the
accounting standards to be followed by companies subject to disclosure regulations under the
Financial Instruments and Exchange Act.

In 2001, the International Accounting Standards Board (IASB) was established.

In July 2001, the Accounting Standards Board of Japan (ASBJ), which is the independent
standard-setting body, was established. Since then, the ASBJ has developed the accounting
standards to be followed by companies subject to disclosure regulations under the Financial
Instruments and Exchange Act. (The BAC has the authority to develop the accounting standards)

Audit standards
Until July 2000, the Ministry of Finance and the Business Accounting Council had developed
the audit standards.

Since July 2000, the FSA and the Business Accounting Council have developed the audit
standards.

(Business Accounting Council)

e The Business Accounting Council examines and discusses the development of the accounting, audit
standards and other matters concerning the improvements of the corporate accounting, audit system and
makes a report or a representation (presents opinions) on the results thereof to the Prime Minister, and the
Commissioner of the FSA, etc.

* The Business Accounting Council consists of companies, users of financial statements, certified public
accountants, and academics, etc.

Certified Public Accountants and Audit firms (Outline)

Number of certified public accountants: Approx. 26,000

Out of which, approx. 50% belong to audit firms.

Out of those certified public accountants who belong to audit firms,
approx. 80% belong to one of the four major audit firms.

Number of audit firms : Approx. 210

Most of the audit firms have no more than 25 certified public accountants as their
members.

(March 2016)



Establishment of CPAAOB
(Certified Public Accountants and Audit Oversight Board)

01996~1997 (Japan)

- Failures of large financial JICPA (TheJapanese Institute of
institutions due to non- l Certified Public Accountants)
performing loans, etc. Quality Control Review of Audit
(ex. Hokkaido Takushoku Bank, Self-regulation by (April 1999)

Yamaichi Securities, LTCB, etc.) accounting profession

FSA (Financial Services Agency)
02001~2002 (U.S.) Revision of the CPAs Law

* Enron l > (May 2003)

* WorldCom (DTo reinforce auditors’

* Palmarat Call for independent independence

auditing Oversight body, to (@To enhance the oversight system

. . with regard to auditors
ensure public confidence in

capital market and investor

protection Establishment of CPAAOB
(April 2004)

Inspections of Audit firms (Outline)

(JICPA , a self-regulatory organization)

Audit firms must undergo quality control review by the Japanese Institute of Certified
Public Accountants (JICPA), which is a self-regulatory organization, once every three
years, in principle.

However, major audit firms are obliged to undergo quality control review once every two
years. (Major audit firms are reviewed by the JICPA every two years.)

The JICPA shall report the results of the quality control review to the Certified Public
Accountants and Auditing Oversight Board (CPAAOB).

(CPAAOB)

Based on the results of the quality control review and other data, the CPAAOB decides
which audit firms shall be inspected.

However, the CPAAOB conducts inspections of major audit firms once every two years, in
principle. (Major audit firms are inspected by the CPAAOB every two years.)

The CPAAOB conducts inspections about 15 audit firms every year.

When the CPAAOB finds it necessary as a result of an inspection of an audit firm, it may
request the FSA to take an administrative action against the relevant audit firm (the
CPAAOB does not have the authority to take administrative actions).



Oversight System - Overview

FSA
[Regulation]

CPAAOB

* Recommendation for

| : o [Oversight]

AN

Inspection and

request info.

Inspection and
request info.

Reports of Quality

Control Review

JICPA

Quality Control Committee

Audit firms )
R and CPAs PG> Companies
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Internal Control Report System under
the Financial Instruments and Exchange Act

11
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Development of Internal Control Report System(QOutline)

Need for developing internal control

Incidents of inappropriate corporate financial disclosure (e.g. Seibu Railway, Kanebo, etc.)

— Concerns that the corporate internal control over financial reporting was not functioning
effectively

* In the United States, the Sarbanes-Oxley Act (SOX) enacted in 2002 obligates that the internal
control over financial reporting must be assessed by the management and audited by a
certified public accountant or an audit firm.

g

Financial Instruments and Exchange Act (amended in June 2006)
- Obligation for "assessment" and "audit" of the internal control over financial reporting (Internal Control
Report system)

Standards for Assessment and Audit of the Internal Control over Financial Reporting (published in
February 2007)

r A

<Target companies>
Listed companies (about 3,600)

<Timing of application>

\ Applicable to business years starting on or after April 1, 2008

False statements in an annual securities report by Seibu Railway
(2004)

The largest shareholders (top ten) of Seibu Railway held 80% or more of the total
shares of Seibu Railway.

Under the regulation for listed companies of the day, such company was to be
delisted.

In order to avoid delisting, the company stated false percentage of shares held by
the largest shareholders.

As aresult of inspections of listed companies, etc. (approx. 4,500 companies),
15% or more companies corrected their annual securities report.

False statements in an annual securities report by Kanebo
Delisted in 2005 due to large-scale window-dressing

The management and certified public accountants were arrested.

The FSA suspended a part of the audit firm’s business, and as a result the audit
firm was dissolved later. (The audit firm is one of the four largest audit firms.)

12
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“Laws and Regulations, etc. ” pertaining to Internal Control
over financial reporting

OFinancial Instruments and Exchange Act (amended on June 14, 2006)

OOrder for Enforcement of the Financial Instruments and Exchange Act (amended on August 3, 2007)

- Companies subject to the Internal Control Report system, etc.

O Cabinet Office Ordinance on the System for Ensuring the Adequacy of Documents on Financial Calculation and
of Other Information (promulgated on August 10, 2007; revised on March 30, 2011)

- Forms of the Internal Control Report, positioning of the standards, etc., handling of foreign companies, etc.

O Guidelines on the Cabinet Office Ordinance on Internal Control (published on October 1, 2007; revised
on March 30, 2011)

O "Standards for Assessment and Audit of the Internal Control over Financial Reporting" and "Practice Standards
for Assessment and Audit Concerning Internal Control over Financial Reporting" (published on February 15,
2007; revised on March 31, 2011; Business Accounting Council)

OFAQs on the Internal Control Report System

OPractical Gui vy Al @ T
(published on October 1, 2007; added on June 24, ractical Guidance Conceming Audit of Interna

. . . . Control over Financial Reporting
2008; added April 2, 2009; F 1 . .
Servi,c:s :gez%';l)n on AP S 3 UG (published on October 24, 2007; revised on
OEleven Misunderstandings on the Internal Control Auglst e, 20.1 I; The Japanese Institute of
Report System Certified Public Accountants)
(March 11, 2008; Financial Services Agency) - Practical handling pertaining to internal control audit,
OCollection of Case Examples on the Internal Control text examples of an internal control audit report, etc.

Report System
(published on March 31, 2011; Financial Services
Agency) 14

Outline of the Internal Control Report System under the
Financial Instruments and Exchange Act

[Article 24-4-4, paragraph (1)]
O A listed company shall,
— submit, together with an Annual Securities Report,
— areport (Internal Control Report) in which evaluation is made

— with regard to internal control over financial reporting (the system necessary for
ensuring appropriateness of financial statements and other information)

— concerning the Corporate Group to which the company belongs and concerning the
company.

— for each business year,

(Note 1) There are approximately 3,600 listed companies.

[Article 25, paragraph (1), item (vi)]

O An Internal Control Report must be made available for public inspection for five years from
the day of submission.

[Article 193-2, paragraph (2)]

O An Internal Control Report shall be audited by a certified public accountant or an audit firm.



[Reference] Governing Provisions

O Financial Instruments and Exchange Act <<Extract>>

(System for Ensuring Appropriateness of Documents on Finance Calculation and Other Information)

Article 24-4-4 (1) A company which is required to submit Annual Securities Reports under Article 24, paragraph (1) (including companies which
have submitted the Annual Securities Reports under Article 23-3, paragraph (4); the same shall apply in the following paragraph) shall, if the
Securities issued by the company are those listed in Article 24, paragraph (1), item (i) or the company is otherwise required by Cabinet Order,
submit a report in which evaluation pursuant to the provisions of Cabinet Office Ordinance is made with regard to its system specified by
Cabinet Office Ordinance as necessary for ensuring appropriateness of documents on finance calculation and other information concerning the
Corporate Group to which the company belongs and concerning the company (hereinafter referredto as an "Internal Control Report") to the
Prime Minister together with an Annual Securities Report (or a Foreign Company Report in cases where Foreign Company Reports are
submitted instead of Annual Securities Reports, etc. as defined in Article 24, paragraph (8) under that paragraph) for each business year,
pursuant to the provisions of Cabinet Office Ordinance.

(2) to (6) (omitted)

(Public Inspection of Securities Registration Statement, etc.)

Article 25 (1) The Prime Minister shall, pursuant to the provisions of Cabinet Office Ordinance, make the documents listed in the following items
(hereinafter referredto as the "Documents for Public Inspection” in this Article and paragraph (1) of the following Article) available for public
inspection for the period specified in the respective items from the day when he/she receives the Documents for Public Inspection (omitted):

(i) to (v) (omitted)
(vi) an Internal Control Report and documents attached thereto, and an amendment report submitted forany of these documents: five years;
(vii) to (xii) (omitted)

(2) to (8) (omitted)

(Audit Certification by Certified Public Accountants or Audit firm)

Article 193-2 (1) (omitted)

(2) An Internal Control Report which shall be submitted pursuant to the provisions of Article 24-4-4 by an issuer company of Securities listed on a
Financial Instruments Exchange or any other person specified by Cabinet Order shall require an audit certification by a certified public
accountant or an audit firm that has no Special Interest in said company or person; provided, however, that this shall not apply in the following
cases:

(i) to (iii) (omitted)
(3) to (8) (omitted) 16

Flow of Assessment and Audit of Internal Control over Financial
Reporting (Financial Instruments and Exchange Act)

Assessment of internal Audit of internal control

— Development and = = control ‘{Ver financial =3 == over financial reporting —
Operation of internal reporting by the by auditors
control by the management
management
Assessment of internal Verification of said
control over financial assessment by the
oc level reporting management
ompany leve
O Business process level * O Company level O Company level
O Business process level * O Business process level *
v v

Opinion expressed by the
auditors concerning said
report by the management

Report by the management
(disclosure)

(Internal Control Report)

(Internal control audit report)*

*Prepared (disclosed) as part of the
financial statement audit report 17



* Business Processes

» A company as a whole is deemed as a single series of business processes.

» A company has sub-processes that constitute the single series of business
processes and further divided sub-processes that constitute such sub-processes.

» For example, a company has a sales process.
A sales process may consist of sub-processes, such as
- a process to take an order from a customer
- a process to evaluate the customer’s credit standing
- a process to direct a shipment

» The personnel department and financial department of the headquarters, plants,
and business offices are also parts constituting the series of business processes.

» Not only various elements of the company itself but also its subsidiaries constitute
the whole series.

Basic Framework of Internal Control
“Standards and Practice Standards for Management Assessment and Audit Concerning
Internal Control Over Financial Reporting”
(Business Accounting Council; February 15, 2007)

18

< Definition of internal control >
O In principle, “internal control” is a process undertaken by everyone in an organization in order

to achieve the four company objectives ((i) effectiveness and efficiency of business operations,

(ii) reliability of financial reporting, (iii) compliance with applicable laws and regulations

relevant to business activities and (iv) safeguarding of assets), which consists of six basic

components ((A) control environment, (B) risk assessment and response, (C) control activities,

(D) information and communication, (E) monitoring and (F) response to IT).

“Standards and Practice Standards for Management Assessment and Audit Concerning

Internal Control Over Financial Reporting” (Business Accounting Council)

* “Internal control over financial reporting” is defined as internal control that is necessary to
ensure the reliability of financial reporting.

* This standards show the ideas concerning the method and procedures for an assessment by the
management and an audit by a certified public accountant or an audit firm with regard to the
effectiveness of the internal control over financial reporting.

10



Four Objectives of Internal Control

(i) Effectiveness and efficiency of business operations
* To enhance the effectiveness and efficiency of business operations for achieving the purpose of business activities

(i1) Reliability of financial reporting

* To ensure the reliability of financial statements and information that may have a material effect on financial statements

(ii1) Compliance with applicable laws and regulations relevant to business activities
*  To promote compliance with applicable laws and regulations, and other rules relevant to business activities

(iv) Safeguarding of assets
* To ensure that necessary information is identified, understood, and processed and is accurately communicated
throughout the organization and to relevant parties

« “Safeguarding of assets” (objective (iv)) is not clearly indicated in the objectives of the internal control of COSO.
« COSO does not position “safeguarding of assets” as an independent objective but associates it with the other three
objectives (i) to (iii).

— When dividends are paid as a result of false financial reporting, this will result in undue outflow of profits, meaning
that company assets have not been properly preserved. Such incident may damage the reliability of financial
statements (relating to objective (ii)).

— A failure to properly preserve company assets affects the effectiveness and efficiency of business operations (relating
to objective (i)).

— Undue outflow of company assets may lead to violations of relevant laws (relating to objective (iii)).

< In Japan, it is emphasized that the acquisition, use and disposition of assets shall be executed through due procedures
and authorizations. Therefore, “safeguarding of assets” (objective (iv)) is clearly indicated as an independent objective.

« Four objectives of internal control mutually relate to one another.

« Companies are supposed to achieve these four objectives through the development and operation of their own internal
control.

20

Six Basic Components of Internal Control

Basic components of internal control are components necessary for achieving the objectives of internal control and serve as the
criteria for assessing the effectiveness of internal control.

(i) Control environment
* The control environment determines the tone of an organization (company culture), influences the awareness of its people
toward control, lays the foundation for all other components (ii) to (vi), and serves as an infrastructure that affects all of them.
e.g.) Management’s conscientiousness and ethics view, management’s business attitude and managerial philosophy, operational system
of the board of directors, operational system of the audit committee, etc.

(i) Risk assessment and response
» Risk assessment and response constitute a series of processes aimed at identifying, analyzing and assessing factors that could
adversely affect the achievement of the organization’s objectives and selecting appropriate responses to those risks.

(iii) Control activities
* Control activities are policies and procedures established to ensure that the orders and instructions of the management are
followed in an appropriate manner.

(iv) Information and communication
* Information and communication are to ensure that necessary information is identified, understood, processed and is accurately
communicated throughout the organization and to relevant parties.

(v) Monitoring

* Monitoring is a process that continuously assesses the effectiveness of internal control. Monitoring provides a means of
continually observing, assessing and correcting internal control. Monitoring includes ongoing monitoring that is performed in
the course of business operations and separate evaluations that are conducted from perspectives independent of business
operations.

(vi) Response to IT
* Response to IT is to establish appropriate policies and procedures in advance to achieve organizational objectives and to respond
appropriately to IT inside/outside the organization during the course of business activities based on the policies and procedures.

21
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Basic Framework of Internal Control

< Four Objectives >

(1) Effectiveness and efficiency of
business operations

(ii) Reliability of financial reporting

(iii) Compliance with applicable laws and
regulations relevant to business activities |

(iv) Safeguarding of assets

< Six Basic Components >

(i) Control environment

(ii) Risk assessment and response
(iii) Control activities U.§
(iv) Information and communication

(v) Monitoring

(vi) Response to IT

(=

- L]

O In 1992, the Committee of Sponsoring
Organizations of the Treadway
Commission of the United States
announced a report, “Internal Control -
Integrated Framework” (COSO Report).

O The COSO Report indicated three
objectives and five components. Based
on the COSO Report, “(iv) safeguarding
of assets” is clearly indicated as an
independent objective in Japan because
it is highly emphasized that the
acquisition, use and disposition of assets
shall be executed through due
procedures and authorizations.

O “Response to IT” is added to the basic
components in consideration of IT’s
deep penetration into business
organizations thanks to the rapid
evolution of the IT environment after the
announcement of the COSO Report.

Objectives and Basic Components of Internal Control

Basic Components of
Internal Control

—

Objectives of Internal Control

Response to IT

22

23
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The framework for the assessment of internal control is indicated with three axes,
i.e., objectives of internal control, components of internal control, and business
processes subject to the assessment of internal control.

An assessment is to be conducted for each component of internal control with regard
to a specific business process in order to check whether the objectives of internal
control are effectively achieved as a whole.

Which objective to select varies by the person who conducts the assessment of
internal control.

In the case of an audit of an internal control report under the Financial Instruments
and Exchange Act, the objective “reliability of financial reporting” is selected.

EENT3 99 ¢

Components, “control environment,” “risk assessment and response,” “control
activities,” “information and communication,” “monitoring,” and “response to IT,”

serve as the criteria for assessing internal control.

First specify a business process, assess the effectiveness for each of the six
components, and lastly assess the effectiveness of internal control as a whole.

24
* For example, when selecting the objective
“compliance” for business unit A, the six
components are required to be properly
developed and operated in business
unit A.
=
25
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Assessment and Report Concerning Internal Control Over
Financial Reporting by the Management

1. Significance of assessment of internal control over financial reporting

The management shall assess the effectiveness of the internal control over financial reporting in
compliance with the “internal control assessment standards generally accepted in Japan” and shall
announce the results thereof externally.

» Scope of financial reporting
(i) Financial statements

(ii) Disclosure information and other matters that could have a material effect on the reliability of
financial statements

a. Disclosure information to be provided as a summary, excerpt, or breakdown, or by use of the
amounts and values presented in, or notes to, the financial statements

b. Matters that are closely related to the decision of whether an entity is an affiliate, decision on the
scope of consolidation or the necessity to apply the equity method, determination of whether a
party is a related party and other decisions involved in preparing financial statements

2. Assessment of Internal Control Over Financial Reporting and Scope of Assessment

(1) The assessment of the effectiveness of internal control over financial reporting shallbe, in principle,
conducted on a consolidated basis.

(i) Consolidated subsidiaries and others
(i1) Equity method affiliated companies

(iii) Foreign subsidiaries

26

(2) Determination of the Scope of Assessment

The management shall assess company-level controls and use the results as a basis to determine the scope
of the business processes that shall be subject to the internal control assessment.

< Assessment of company-level controls >
For all locations and business units from a company-wide perspective, in principle

< Determination of the scope of assessment of business processes relating to accounting and
financial reporting >
With regard to matters for which an assessment from a company-wide perspective is considered to be appropriate
such assessment shall be conducted for all locations and business units in line with company-level controls.
* Procedures for preparing financial statements based on the general ledger
* Procedures for journalizing and recording for preparing consolidated financial statements (consolidation adjustments,
aggregation, reclassification and others)
* Procedures for stating disclosure information relevant to financial statements

*< Determination of the scope of assessment of other business processes >

The scope of assessment may be narrowed down.

(i) Selection of significant locations or business units

*Determine targeted locations and business units based on the degree of materiality of their sales or other factors
Select locations or business units in descending order of sales or other factors until their combined amount reaches a certain ratio of the
total (for example, approx. two-thirds)
(ii) Identification of business processes to be assessed
+Cover all business processes which significantly relate to the accounts that are closely associated with the company’s business
objectives (in the case of a general company, the accounts closely associated with sales, accounts receivable, and inventory,
in principle)
(iii) Addition of material business processes

Consultation with auditors on the scope of assessment as necessary

27
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Method of Determining the Scope of Assessment

1. Significant business locations/units are
selected in the descending order of sales
until their combined amounts reach about
two-thirds of the total amount.

Head office | Branch A| Branch B Others
Sales 60 yen 30yen | 20yen 40 yen

N

100/150 or more

2. All business processes of significant
business locations/units which impact the - Sales
accounts of sales, accounts receivable - Accounts receivable
and inventory are included the scope of - Inventory
assessment.

3. Business processes that have a significant - High-risk transactions
impact are added to the scope of - Accounts involving estimates and
assessment individually. management’s judgment

- Exceptional, non-routine, or
irregular transactions

28

3. Method of Assessing Internal Control Over Financial Reporting by the Management

The management shall first assess internal control that has a material impact on overall consolidated
financial reporting and, based on the results thereof, assess internal control over business processes.
These assessments shall be conducted as of the end of the fiscal year.

(1) Assessment of company-level controls
(2) Assessment of process-level controls

(3) Judgment on the effectiveness of internal control
Judgment on the effectiveness of company-level controls
Judgment on the effectiveness of process-level controls

(4) Correction of “material weaknesses to be disclosed” in internal control

Control deficiencies shall be recognized on a timely basis and appropriately dealt with. Even when
material weaknesses are identified, internal control over financial reporting can be judged to be effective
as long as the weaknesses are corrected by the end of the business year.

—  Any “material weaknesses to be disclosed” and *“ control deficiencies” identified in the course of
the management’s assessment are expected to be corrected and improved by the end of the business
year.

In other words, it is expected that it will be possible to realize reliable financial reporting under
corrected and improved effective internal control.

—  However, if there are any remaining “material weaknesses to be disclosed” as of the end of the

business year, the management must state the details of the weaknesses and the reason why they
have not been corrected in an internal control report.

29
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Material Weaknesses to be Disclosed

/5

o

Meaning of “material weaknesses to be disclosed” \

“Material weaknesses to be disclosed” refer to weaknesses in internal control that are highly likely
to have a material effect on financial reporting.

When there are any “ material weaknesses to be disclosed” in internal control, they may have a
material effect on financial reporting. However, the existence of such weaknesses itself does not
directly deny the appropriateness of the financial reporting stated in the relevant company’s annual
securities report.

This shows to investors, etc., who intend to use the data disclosed in financial reporting, the fact
that the relevant internal control over financial reporting contains a material problem that needs to
be corrected. /

(o

\_

Disclosure of the fact that there are any “ material weaknesses to be disclosed ” does not \
necessarily serve as the grounds for delisting or punishment

The existence of any “material weaknesses to be disclosed” in internal control does not directly
deny the appropriateness of the financial reporting stated in the relevant company’s annual securities
report. Therefore, even if a company discloses the fact that there are any “material weaknesses to be
disclosed” in internal control, or that the internal control contains a material problem that needs to
be corrected, this does not necessarily serve as the grounds for delisting or punishment for a
violation of the Financial Instruments and Exchange Act.

30

Audits of Internal Control over Financial Reporting by a Certified

Public Accountant or an Audit firm

1. Purpose of internal control audits

Auditors present their opinions as to whether the management’s internal control report fairly
states the results of the assessment of internal control over financial, in all material respects,
in compliance with the internal control assessment standards generally accepted in Japan.

Auditors present their opinions based on the management’s assertion regarding its
assessment results on the effectiveness of the internal control.

Direct reporting is not adopted. Direct reporting refers to a system under which auditors
directly verify the status of development and operation of internal control, irrespective of the
results of the management’s assessment of the effectiveness of the internal control.

(Note) Direct reporting is adopted in the United States.

In Japan, the following adverse effects of direct reporting were taken into consideration.

Auditors need to conduct audits covering matters outside the scope of the internal control
assessment determined by the management, and this requires higher costs.

Auditors are apt to be too conservative and may request companies to prepare unnecessary
documents and take unnecessary assessment procedures.

31

16



2.

Relationship between internal control audits and financial statement audits
An internal control audit is to be conducted integrally with a financial statement audit by
the same auditor, in principle.
Any audit evidence obtained in the process of an internal control audit may be used as
audit evidence for a financial statement audit, and vice versa.

(Note) The term “by the same auditor” means that not only the audit firm but also the engagement
partner thereof performing audit duties need to be the same.

In the United States, an internal control audit and financial statement audit are required to be
conducted by the same audit firm, but not necessarily by the same engagement partner.

. Audit planning and evaluation of the appropriateness of the scope of assessment

Auditors are to establish an internal audit plan by incorporating it into a financial statement
audit plan.

32
4. Implementation of internal control audits
(1) Evaluation of the assessment of company-level controls
(2) Evaluation of the assessment of process-level controls
(3) Reporting and correction of “material weaknesses to be disclosed” in internal control
*  When an auditor finds any “material weaknesses to be disclosed” in internal control in the course of
an internal control audit, the auditor must report such fact to the management and request correction
thereof and must also examine the status of the correction on a timely basis.
*  An auditor must report to the board of directors, etc. the details of the “material weaknesses to be
disclosed” and the results of the correction thereof.
33
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Measures to Prevent an Excessive Cost Burden in Assessment and Audit
After verifying the status of operation of the system that was already being introduced in the United States, the Business
Accounting Council incorporated the following measures in the standards and practice standards:

p
1. Using top-down/risk-based approach
Business process-level controls are assessed to the extent necessary based on the assessment of the results of
company-level controls, focusing on the risks that could create material misstatements.

(&

4 N

2. Simplifying classification of deficiencies of internal controls
Classification of deficiencies in internal control was simplified into two categories: "material weaknesses to be
disclosed" and "deficiencies" (the deficiencies are classified into three categories in the United States: "material
weakness," "significant deficiencies," and "deficiencies").

A\ /
3. Not adopting direct reporting

The auditors audit only the assessment of the internal control that has been conducted by management.

N
4. Integrated implementation of internal control audit and audit of financial statements
Internal control audits are to be performed by the same auditors responsible for auditing the company*‘s financial
statements.
J

5. Preparation of internal control audit report and financial statement audit report in a unified form

The internal control audit report is, in principle, to be prepared in conjunction with the report of financial statements
audit.

Auditors are to appropriately coordinate with the audit committee, etc. and, when necessary, make use of the work
of internal auditors.

6. Coordination between auditors and audit committee/internal auditors l
3




Supervision of Large Securities
Firms in Japan

* Views expressed in this presentation are those of the speaker, and
not necessarily identical to those of the JFSA or any other institution.

Large Securities Firms in Japan

Major  Designated Parent Company (2) o

Second Consolidated Subsidiary of Large ¢
-tier Banking Group (3)

Independent Securities Firms (4) Q

Nomura
Daiwa

Mitsubishi UF] Morgan
Stanley Securities
Mizuho Securities
SMBC Nikko Securities

Okasan etc.



Large Securities Firms in Japan

(¥bil, as of end June 2015)

Nomura Securities 194 70 13,267 116,825 5,466 13,392 159
Major
Daiwa Securities 107 47 12,233 56,663 2,871 8,755 143
Mitsubishi UFJ
Morgan Stanley 87 31 13,800 31,367 1,275 5242 65
Securities
Mizuho Securities 75 20 10,875 38,307 1,585 8,092 282
Second
-tier .
SMBC Nikko 86 23 9673 43759 1,860 9517 136
Securities
Okasan Securities 18 5 500 4,351 421 2,591 6l

Designated Parent Company

Securities firms which are engaged in large
and complex businesses as a group

<Requirements to be designated>

Parent Company (or a subsidiary) of a Special Financial
Instruments Business Operator (Special FIBO, more
than | trillion yen of total assets)

Engages in management of the Special FIBO

Operates businesses which are necessary for the
Special FIBO to appropriately operate its business
(lending, guarantee, etc.)



Designated Parent Company

¢ Business Model

v Retail business (securities distribution and
intermediation)

" Wholesale business (sales and trading, securities
underwriting, advisory business etc.)

v Asset management business
v Operating Globally

» Risk Profile

v Exposed to risks mainly through securities trading
and investment banking related business.

- Subject to the prudential regulation
based on Basel Ill.

Designated Parent Company

* (Example) Nomura Holdings

Revenue by Segment Revenue by Region

/“
Asia
5%
Amerlcas
I 3%

Wholesale
50%

(as of end March 2015)



Consolidated Subsidiary of Large
Banking Groups

Business Model
Engage in both retail and wholesale business

Operating globally
Tie-up with banking subsidiary

Risk Profile
Exposed to risks mainly through securities
trading and investment banking related
business.

Prudentially regulated (Basel 1ll) through
parent banking group consolidation.

(ref.) Other Securities Firms

Business Model
Mainly engaged in retail brokerage business
Focus on Domestic Business

Risk Profile
Due to focus on retail business, business
performance is influenced by economic trend
in Japan.
Due to focus on pure brokerage service, risk
exposure arising from asset trading/holdings
are limited.



What we check

Supervisory Guideline (April 2015)
IV.Treatment of Designated Parent Company Groups

Governance

efficient knowledge and experience of the directors to conduct
governance including overseas bases

clearly specified a management policy etc. of the group
companies including overseas bases

Appropriateness of Business Operations

group-wide compliance with the relevant laws, regulations and
rules of each country

an appropriate control environment for legal compliance in
accordance with the size of its overseas bases and the
characteristics of its business operations

What we check (cont.)

Supervisory Guideline (April 2015)
IV.Treatment of Designated Parent Company Groups

Adequacy of Equity Capital
Quality and Quantity of Equity Capital

Adequacy of Equity Capital (Disclosure, Early Corrective
Action and Early Warning System)

Capital Buffer (2016.3~)
Control Environment for Risk Management

Integrated Control Environment for Risk Management
Recovery and Resolution Plans

Compensation Structure



Office of Securities Business Monitoring (1)

Mandate

Ensure financial soundness and risk
management system of large (and second-tier)
securities firms

Procedure

Integrate on-site and off-site monitoring
process

Each member of the office is appointed to
specific areas of focus and horizontally
monitors financial institutions

Office of Securities Business Monitoring (2)

Focused Areas

Examples of key areas of focus are:
Liquidity Risk
Market Risk
Credit Risk
Revenues Trend
Operational Risk
Internal Audit
Model Approval
Product Control

We also take into account the development of international

financial regulation and global practices in risk management to
improve the overall governance structure of securities firms.



Our focus this year

The JFSA Policy (September 2015)

For a large securities firm group, it is expected that efficient intermediary
function to be ensured even under the stressed market conditions. JFSA will
focus on verifying whether:

a) Robust risk governance is established by building Risk Appetite Framework

b) Robust stress testing is in place and its result is examined and utilized at
the management level

c) Risk management framework is established at the front office level by
setting management indicators to comply

By verifying above, JFSA will assess the extent of loss absorbing capacity and
impact of crisis management actions to the financial system. Furthermore, JFSA
will require the group to develop its recovery planning and strengthen its risk
management. JFSA will also carry forward the resolution planning.

From group governance perspective, JFSA will examine whether the group
business is well managed to be less sensitive to business cycle fluctuations.
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1. Introduction

February 20, 2008

(7) Basic Structure

Prime minister

Appointment

’ FSA (Financial Services Agency)
|

SESC
’fH Chairman

Commissioners (2)

Executive Bureau

Secretary-General (1)
Deputy Secretary-Generals (3)

Coordination Div.

Market Surveillance Div.
Inspection Div.
Administrative Monetary Penalty Div.
Disclosure Statements Inspection Div.
Investigation Div.

The Securities and Exchange

Surveillance Commission
(Established in July 1992)

- Conducting

-Market oversight
-Securities inspection, etc.
- Investigation of market misconduct
- Disclosure statements inspection
-Criminal investigation

[Executive Bureau)
- Composed of six divisions

with 409 officials
(as of FY2014)

_________________________________



Securities Securities
transactions, ;
etc transactions, etc.
Rulemaking Rulemaking FSA
o~
Policy
proposals
Supervision Supervision
(Administrative SEC (Administrative FSA
action) Action) ﬁgmmmmn for
administrative actions
Inspection Inspection SESC (in FSA)
Surveillance Surveillance i

*The SESC (chairman and commissioners) executes its
official authority independently, though it is within the
Financial Services Agency (FSA).

(Chairman and commissioners will not be dismissed
against their will.)

*The SESC doesn’t have the power to make rules or to

take administrative actions. Instead, it can submit policy

proposals or make recommendations to take
administrative actions.

February 20, 2008
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(2) Mission/Purpose

Daily market surveillance activities

g

Actions
Recommendation for administrative actions, etc.

U

Ensuring the integrity of capital markets
Protecting investors

Development of capital markets
Vitalization of international competitiveness of capital markets

2. History

February 20, 2008



(1) Changes in Financial Administration

(. N
l Ministry of Finance l
Until [
July | Securities Bureau | l Banking Bureau ]
1992 |
l Inspection Department l l Insurance Department l
& )
4 N
l Ministry of Finance l
Until l Minister’s Secretariat ] l Securities Bureau H Banking Bureau ] Securities and Exchange
June Surveillance Commission
1998
Insurance Department
Department
& )
(. N
l Cabinet Office l l Ministry of Finance
Fi ial Services A
Current l inancial er]vuces gency ]
[ 1
| Securities and Exchange Surveillance Commission | Certified Public Accountants and
Auditing Oversight Board
- J

" JEE
(2) Changes in SESC Adm

inistration

4 N
l [ SESC [ |
Unzt(I)IOngy Coordination & [ Investigation Division |
Inspection Division
\ / [ Market Surveillance, Securities Inspection, etc. J
4 N
| SESC |
Until July _‘ - ‘ ‘ . -_______‘_______I [ .
2011 Coordination Market Inspection | | Civil Penalties y | Investigation
Division S ill Division 1 Investigation and | Lo
urveillance | Disclosure Documents | Division
Division :_ Inspection Division 1
- B
4 N
| SESC |
1 1 O A R R
Current Coordination Market Inspection |  Administrative | | Disclosure ! | |nyestigation
Division Surveillance Division | ! Monetary , { Statements Division
Division ! Penalty 1 ! Inspection
L _ Division ! Division !
- Je- - 0000 Gvmmmemmmn mmmmmmmee

February 20, 2008




(3) Changes in SESC Functions

1. Securities Inspection [since 1992]
[in 1992] firms: securities companies, etc.
scope: compliance
[current] firms: various kinds of financial instrument business
operators, etc. (including Investment advisory companies and funds, etc.)
scope: compliance, financial soundness and management systems

/_U SESC's establishment I—\ L Type | FIBOs Aug 2015 py

e Domestic Securities 2. Type I FIBOs 1182
Companies 21(Dec.1992) 3. Investment Advisories/Agencies 994
[> 4. Asset Management Firms 331
e Foreign Securities . . . _
Companies 49 (Jun. 1992) 5. Registered Financial Institutions 1,087
6. Specially Permitted Business Notifying Firms for

e Financial Futures Dealers Qualified Institutional Investors 2,799
216 (May. 1993) 7. Financial Instruments Intermediaries 812
8. Self-Regulatory Organization 13
e Registered Financial 9. Investment Corporation 72
Institutions 619 (Jul.1993) 10. Credit Ratings Agencies 7
- J L (+ Unregistered Business Operators) 19

(3) Changes in SESC Functions

2. Investigation of unregistered business operators, etc. [since 2008)

[in 1992] not delegated to SESC
* MOF had this authority
[current] firms: unregistered entities,
persons making notification for business specially permitted
for qualified institutional investors, etc.

3. Investigation of Market Misconduct, Disclosure Statements Inspection
(=Administrative monetary penalty)
[since 2005]

[in 1992] none
[current] subjects: persons concerned with a case or witnesses
{Investigation of market misconduct)
: submitters of disclosure statements (=listed companies, etc.)
{Inspection of disclosure statement )

4. Criminal Investigation (= Criminal trial) [since 1992]

11

February 20, 2008
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(4) Changes in Number of SESC Staff Members

800 63
739
o7 704 714
700 674
640
609
600 55, 564
500
44
416 409
400
4y 384 392 392
400 365 B
341
307 318
200 354
313 312 322
202 202 204 206 207 209
N 183
200 i A—k 245 246
13
118 118 118 118 118 118 126 133
100 o, 12
98
84 84 86 8g 89 91 106
0
T I T N - S R AR SN S N S B S St AR S
R N S - AR & & & § $ SRR
O O 4 Y J J J 4 ™ o o o O O ™ o o o O QO Q' O O
4 \4 N \ \ 4 % \4 OV v 2 2 2 'z OV v 2 2 2 'z OV OV 2
P N N SRR N R S R M A S N R A N R NI

February 20, 2008

3. Policy Statement

—o— (DSESC
—m~ (Q)Local Office
—a—D+Q@

12

13
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Outline of Policy Statement

]SESC’S Policy Statement for the 8th Term (January 21, 2014)

(http://www.fsa.go.jp/sesc/english/news/others/20140131.pdf)

= Policy Directions
1. Market oversight with prompt and strategic actions
2. Enhanced surveillance in response to the globalization of markets
3. Efforts for enhanced market integrity
m Policy Priorities
1. Proactive market oversight through enhanced information-collecting ability
2. Strict action against severe and malignant market misconduct and false disclosure
statements
3. Timely and efficient inspections and investigations in response to disclosure violations
4. Use of administrative monetary penalty system against market misconduct, etc.
5. Efficient and effective inspections corresponding to the characteristics of firms to be
inspected
6. Responding to malicious businesses engaged in fraudulent operations
7. Effective dissemination of information
8. Enhanced cooperation with SROs
14
" JEE
4. Organization and Primary
Functions
15
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(1)SESC Members (8t term)

(Notes)
1. Appointed by the prime minister
with consent of both the House of Councilors and the House of Representatives
2. Term: three years

Chairman: Mr. Kenichi Sado, prosecutor (reappointed)
Appointed in July 2007
Superintending public prosecutor of the Fukuoka High Public Prosecutors Office (2006-2007)

Commissioner: Mr. Masayuki Yoshida, lawyer (reappointed)
Appointed in December 2010
Served as an advisor, Nagashima Ohno & Tsunematsu Law Firm.

Commissioner: Ms. Mari Sono, CPA (newly-appointed)

Appointed in December 2013
Served as a Senior Partner of Ernst & Young ShinNihon LLC.

16
" J
(Ref.) Career of SESC Ex-members

e July 20, 1992 Former Superintending Former Secretary General Former broadcast
Term  -July 19, 1995 Prosecutor of Nagoya High  of the Board of Audit commentator

Prosecutors’ Office
2nd July 20, 1995 (Reappointed) Former Deputy Vice- (Reappointed)
Term  -July 19, 1998 Minister of Ministry of

Labor/ Former Ambassador
to Kenya

e July 20, 1998 Former Deputy Vice- / Former Superintending Former deputy chief editorial
Term  -July 19, 2001 Minister of Labor/ Former Prosecutor of Fukuoka writer for a newspaper

Ambassador to Kenya High Prosecutors’ Office
4t July 20, 2001 Former Superintending Certified Public Accountant  (Reappointed)
Term  -July 19, 2004 Prosecutor of Fukuoka High

Prosecutors’ Office
B July 20, 2004 (Reappointed) (Reappointed) Former broadcast
Term  -July 19, 2007 commentator
& July 20, 2007 Former Superintending Certified Public Accountant ~ Former Director of Nomura
Term  -December 12,2010 % Prosecutor of Fukuoka High Holdings, Inc.

Prosecutors’ Office
7 December 13, 2010 (Reappointed) (Reappointed) Former Advisor to
Term -December 12, 2013 Nagashima Ohno &

Tsunematsu Law Firm

3% Job authority continued between July 20 and December 12, 2010, according to the Financial Services Agency Establishment Act (FSAEA).
(Para.3, Art.13 FSAEA: When the term of chairman and commissioners has expired, the chairman and commissioners shall continue to assume
their job authority until their successors have been appointed.) 17
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(2-1) Securities Inspection

In cases where material
violations of laws and
regulations are found in the

inspection

18

(2-2) Administrative Monetary Penalty
Investigation, etc.

Subjects of penalties
: insider trading, market manipulation and fraudulent means, etc.

: false disclosure statements
SESC ) FSA

mnpuo\m 195w pa|adsns uo uo;‘;o;u]

February 20, 2008
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(2-3) Criminal Investigation

Subjects of Investigation
:Severe and malignant market misconduct and false disclosure statements

Collection of information, related documents and materials of the suspects

Non-compulsory actions (questioning the suspects, inspecting the objects)

\ 4
) 4

Compulsory actions (visiting and searching the premises, seizing objects with a warrant)

Filing offences with a prosecutor

$

S l _______________________________________

Prosecution

(Criminal trial)

(Ref.) Activities in Figures

20

BY
2007

BY
2008

FY
2009

FY
2010

FY
2011

FY
2012

FY
2013

FY
2014

Filling offences with prosecutor

10

13

17

15

Recommendations

59

50

74

64

45

62

70

66

Recommendations based on
securities inspections

28

18

21

19

16

20

18

Recommendations concerning
orders to pay administrative
monetary penalties

(market misconduct)

21

20

43

26

18

32

42

42

Recommendations concerning
orders to pay administrative
monetary penalties

(false disclosure statements)

12

10

19

Recommendations concerning
orders to submit revised reports

Petition for a court injunction, etc. against
unregistered business operators,
solicitation without filing, etc.

Policy proposals

0

Note: The Business Year (BY) starts on July 1.
The Fiscal Year (FY) starts on April 1.

February 20, 2008

21

11



5. Cooperation with Related

Entities

" N

(1) Cooperation with Local Offices

FSA

Commission

Executive Bureau

,m SESC entrusts part of its business to local
i offices (=Finance Bureaus), and the

' supervisor division of each local office

i performs these entrusted jobs.

| - Market oversight

' - Securities inspection

February 20, 2008

22

Local Offices (11)

Hokkaido

Tohoku

Kanto

Hokuriku

Tokai

Kinki

Chugoku

Shikoku

Kyushu

Fukuoka

QOkinawa

23
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(2) Cooperation with Self-Regulatory Organizations

SESC

Information Inspection of
sharing self-regulatory operation

Self-Regulatory Organizations (SROs)

Inspection of
Financial
Instrumenis
Business
Cperators, eic

Market oversight

with laws and self regulatory
rules

Market oversight

Financial Instruments Business Operators

Finamcial and capital Markets

24

" N

m The daily market monitoring activity is also being
conducted by self-regulatory organizations (SROs:
financial instruments exchanges, financial instruments
firms associations) as well, having essential functions
such as trading examination, listing control or review of
appropriateness of the business of their members.

{(Examples of cooperation)
e Monthly and spot level exchange of opinions is conducted with the
Tokyo Stock Exchange, Japan Securities Dealers Association and

SO on.
e Respect to inspection conducted by SROs for their members and

FIBOs inspection conducted by SESC, implement joint workshops
to discuss coordination of inspection plans, and suggest cases

which are useful for inspection jobs
25

February 20, 2008 13



(3) Cooperation with Overseas Regulators

m To deal with cross-border market abuse, SESC
cooperates closely with overseas regulators, utilizing
exchange-of-information frameworks amongst securities
regulators (I0OSCO-MMOU).

m Cases of collaboration with overseas regulators
- market manipulation (Singapore MAS, Ontario OSC)
- insider trading (Singapore MAS)
- fraudulent means (Thailand SEC) etc

26

Thank you

February 20, 2008 14


http://www.fsa.go.jp/sesc/english/index.htm

The Inspection Policy and

Inspection Program (SESC)

8 October, 2015

Hironobu Akamatsu
Senior Inspector for Inspection Division
Securities and Exchange Surveillance Commission

1. Main Points of the Inspection Policy and Inspection Program for FY2015

Basic Direction

Ensure investor confidence in the markets by ensuring the mtegmy of capital markets, protecting investors, enhancing self-discipline of BOs, and taking rigorous actions against ilegal actvities
change in Circumstances Efforts toward efficient, effective, and viable
-Strengthening the capabilities to collect and

analyze information and risk-based approaches
to decide the BOs inspected

-Targeting inspections for multiple BOs for issues
that encompass multiple markets

-Interactive discussions with the BOs considering
business conditions, scale, characteristics, and
;oA urging them to improve their business operarlons

/“Securities inspection that keeps the Financial .
Monitoring Policy in mind

-Enhancement of cooperation with the FSA
through combined on- and off-site monitoring
-Conducting inspections that keep in mind the key
priority measures and focuses of supervision
(ex) Effective response to the needs of
customers
“Grasp of the actual state of BOs, and the
establishment of common views with BOs for
__ better business management ;

-Diversification and increase in the number of
BOs (around 8,000)

-Financial instruments and transactions have [
become more diverse and complex P
“Increase in high-frequency trading (HFT), direct | |
market access (DMA) [

“Increase in losses of retail investors and
consumers from sales and solicitation of funds

Inspection items in Securities Inspection

(<Focuses of verificati es ss ty)
kel ale secu groups: T "0IMBOs:
Appropriateness of internal control, governance, and risk managementfroma | AVezﬁgpagng gg dusfg;{'vgsirgﬁf;r;g g;ggggggg
_ _ _forward-looking perspective .r e et O ey oleetion
O Type I FIBOs ersons makin n for Busi ially Permitted for Quall

O P g Noti t
Manager of material publicinformation, viable trade surveillance systemS. Institutional investors QII BOs)
for

“False explanations
-Appropriateness of securities underwritin - Py
B Feoundnoss 9 -Misappropriation of funds

1
i
I

~Appraprlateness alg business operations and foreign exchange risk management of}  -Verification of investment and the operation situation

“Terrorism financin: -Qualify for specially permitted businesses
tos=-—- et ittt
OT e II FIBOs S 1 O Unregistered BOs:
%pprfprlatelnes[s und B0s). operations ! Filing petitions for court injunctions to deal with serious FIEA violations such as
~Legal com, ic
‘Apbropriateness of Jlicitation activities selling overseas funds 1 salesand solicitations of funds by BOs
<Focuses of verification corresponding to the inclusion of multiple types of businesses>
O Verification of proper sales and solicitations of financial instruments and that good O Appropriateness and viability of IT systems risk management systems
re is taken with customers “Information security management
-Principle of suitability :E[){fbe”seclygfyf’"‘i‘ﬂurei it bl
-Appropriate explanations for sales and cancellations 5 icacy ol ;’5;"’955 continuity plans
-Switching of investment trusts and sales of OTC derivatives products -Engagement of top management
y for solicitations and explanations for aged and NISA customers O Verification of measures to eliminate relations with anti-social groups

Comprehensive internal systems

Av[%z;' new transactions, ex-post reviews of the existing transactions, canceling
< General verification items> = = = = = = = == = = = = = e e e e e e S S s —e—o—s-—oee e
Review issues associated with Internal Control Systems through the use of the Inspection Manual for FIBOs

Securities Inspection Program

O Inspections of 270 business operators

(of which 220 were by relevant Local Finance Bureaus) O Post-registration review

O Improvement of inspection methods to increase the number of inspections for QIl BOs
O Establishment of inspection methods for crowdfunding business operators O Rigorous actions against atiempts to avoid inspection 3




2. Number of Inspected Entities

3. Progress of Inspections in FY2014

O . Se— Apr-9 Apr-10 [Apr-11 [Apr-12 |Apr-13 |Apr-14 T:‘"s'::{;'
Mar-10| Mar-11| Mar-12| Mar-13| Mar-14| Mar-15 Entities
Type | Financial Instruments Business 91 91 85 57 69 77 278
Registered Financial Institution 24 28 32 28 9 1 1,107
Asset Management Firms 18 15 9 36 16 15 314
Investement Companies 9 6 2 (o] 3 2 60
Credit Rating Agencies — 3 o] 2 7
Type Il Financial Instruments Business 22 6 14 20 108 72 1,272
Investment Advisories/Agencies 45 36 40 40 29 42 1,008
Specially Permitted Business Notifying Person 1 2 6 21 23 31 3,022
Financial Instrument Intermediary Service Provi 1 1 9 9 8 18 791
Self Regulatory Organaizations 5 1 (0] (0] 3 3 13
Others 0] (0] 1 0 3 3 @
Total 216 | 186 | 202 | 214 | 271 | 266 nspeciod
Firms with problems found 125 | 105 87 102 | 118 | 105 o0 Ry
Recommendation 21 19 16 18 18 16

(1) Financial Instruments
Firms T ramere ™ | invemeris ocoess | Asisoros/hecies | 7650 Manasement Fims retion pornes
sesc PN T BT ] 1 5 q q o
KANTO | T W M = EZ I I NP 4 - - 28 o
KINKI T rz 1 S q o [T
HOKKAIDO 1 T 1 1 = 1= | ’ q o
Toroky T 1T C I N I 1 ! e
TOKAI g = q 1 o q CRED q o q o
HOKURIKU L — T 1 T T iw 1 q_o
CHUGOKU 4 = P 1 FIEC 1= | q o
SHIKOKU g E o [ q o | 1
KYUSHU 1 = T Tw T 1= | T
FUKUOKA g = = o T g o q o 1= q o
OKINAWA 3 T q B I 1w B q q d o
ToTAL 2T o] S ZE ﬁl ] v 1+ 1 o 1g o af ¢
(Note) As of 31 March 2015 e ==
& 227




4. Method for Selecting Inspection Targets

(i) Large-scale securities company group

m Conduct effective and efficient on-site inspections by
understanding the actual situation of operations through off-
site monitoring etc. throughout the year, clarifying issues and
risks, and narrowing down the examination themes.

m Continue horizontal risk assessment by risk categories, while
understanding the business strategy and model etc. of each
company through the off-site monitoring etc.

4. Method for Selecting Inspection Targets

(i) Small and Medium Securities Companies

m Conduct risk assessment, including the governance, financial
position, arrangements for compliance etc., while
understanding the business strategy and model etc. of each
company through off-site monitoring etc.

(iii) Investment maangement companies

m For the sophistication of investment management, encourage
initiatives based on fiduciary duties, by discussing with
investment management companies product development
and management which contribute to clients’ asset formation,
securing of the independence of the management, strategic
development of core funds, securing and development of
human resources etc.



5. List of the item we ask for

MESIBCHOTOEMU 221 KH W (Matorial to submit)

I XME : FE274 3 A8 H (AS of 3/8/2015) % (SESC)
| RHBES | o
bl BB (tens) AR (Torm) (Submission | IR W % Renarks)
method)

1. 2 RM (Genoral)

1-1 |44 Organizational chart) 2012/4~2015/3 rame | 2015/3/19 AEDEBABALLO. REXKARETEBRECHAMAREAD =& (include the nunber
72 [5b=F @ (Correlation chart) 2612/4- 361875 2015/3/19 [HED R @A DA SE D (inciude transition

1-3 | &HEHAMILE (Internal rule) B0 (Latest) [ 1 | 2015/3/19 i % B < =27 L% £ B (include various operating manual)

-4 |RAGMEE List of the excoutive) e 7 2015/2/19 [AENSMMEIRE LEEAA A, AREDUTERBRR L TR (Inelude oi

1-5 | AR A Operation overview) B304 0 (Latest) ‘| 20157310 HREERBIOH. EURBMORUARLBIL AL LS ERAMB. (only Tor sales

SRR H (Minutes)
B2 EALFORA Board Minutes, etc.)  12012/4~2015/3 ¢ | 2015/3/19 s £ 1R, @A A t the list of the minutes at first)

3. % EMWH (Staturory Books)

3-1 [EXER Order invoice) 2012/4~2015/3 ¢ | 2015/3/19
3-2 |W3IAEME (Trading diary) 2012/4~2015/3 2015/3/19
3-3 | A% #I7E LR (Customer accounts ledger) 2012/4~2015/3 2015/3/19

34 |FU- 7 SO BBBERE (raded mtraments sceounts Lot e ool

* | 2015/3/19

0 — F5I%% (Code table of the

| 2015/3/19 | BFF— 52 TRAEDBE. TOWMFSIFHEAE (include manual that explains how to use)

# (Internal Controll Systems)

Sl - ABEEAFIZONT
system)

A RERSIE A oL C

DHHOMEH - 3
2015/3/19 1 31 o USHT HEB, Tz o KB

\THRM (dosor ibe nanagonent system)

(E-mai|_data) WD %D (atest) 't dolete until a furth

Tnstruction)

(Reporting of problematic conduct) |2012/4~2015/3 2015/3/26

i (The |ist of complaints) 2012/4~2015/3 2015/3/26

. Stock Sales
. Debenture Business
.1nvestment Banking Business
.Property and Accounting
Separate M: t
. Internal Audit System
isk t System
iquidity Risk ystem
. Market Risk t System
.Credit Risk t_System
. Operational Risk System
. Information Technology Riek M System

6. Issues to Check in the Inspection
(Key Words) (i)

(1) Macro-prudence policy
- Reduction of systemic risks - RRP (Recovery and
Resolution Plan)

(2) Strengthening of financial regulations (Basel lll and others)

(i) Quality of equity capital (Emphasis on Tier 1, mainly
consisting of common stocks)

(i) Emphasis on the stress test

(iii) Regulation on leverage (Leverage ratio)

(iv) Regulation on liquidity
(Liquidity coverage ratio/Stable funding ratio)

(v) Regulation on over-the-counter derivatives

(vi) Shadow banking



6. Issues to Check in the Inspection
(Key Words) (ii)

(3) Global Systemically Important Financial Institutions
(G-SIFls)

(4) Sophistication of the MIS (Management Information
System)

(5) Integrated Risk Management (Risk Appetite Framework)

(6) Sophistication of the Internal Audit (Risk-based Audit:
Control/Self-assessment)

(7) Three Lines of Defense

10

7. Three Lines of Defense (i)
(Three Lines of Defense Model)

= In financial institutions and other companies which face
various risks, many sections are generally engaged in risk
management, including sections in charge of each category
of risks, compliance, and internal audit.

m Under these circumstances, financial institutions — reflecting
on the recent financial crisis — have recognized the limit of
managing risks arising from complex businesses mainly by
sections in charge of each risk category as before, and
moved to review the role and responsibility of each section
engaged in risk management.

11



7. Three Lines of Defense (ii)
(Three Lines of Defense Model)

m Against such a background, the framework of risk
management based on the “Three Lines of Defense” clarifies
— after arranging an organization into the First, Second, and
Third Lines of Defense — their respective role and
responsibility in the risk management.

m In the consultative document, “Corporate governance
principles for banks” in October 2014, the Basel Committee
on Banking Supervision referred to:

(i) “Roles in risk management to be performed by the business
department, risk management section, and internal audit and
control function” (Three Lines of Defense); and

(il) Reinforcement of risk governance, including the importance
of the sound risk culture to promote risk management.

12

7. Three Lines of Defense (iii)
(Three Lines of Defense Model)

m The Institute of Internal Auditors stated in the “Three Lines of
Defense in Effective Risk Management and Control” in
January 2013 that the Three Lines of Defense Model is “a
simple and effective approach to strengthen the
communication between risk management and control by
clarifying essential roles and duties.”

13



7. Three Lines of Defense (iv)
(Three Lines of Defense Model)

m The following roles and responsibilities are envisaged,
respectively, in the “Three Lines of Defense”:
Figure IlI-1-3 “The Three Lines of Defense” in “The Internal
Audit Function in Banks” (Basel Committee on Banking
Supervision (BCBS))

* The First Line of Defense (Business section, and the section contacting

customers) assumes the risk within the allocated risk exposure, while having the

responsibility and accountability for the identification, assessment and control of
business risks.

» The Second Line of Defense (Risk management section, compliance section,
etc.) ensures that risks for the First Line of Defense are appropriately identified and
managed.

» The Third Line of Defense (Internal audit section) independently assesses the
effectiveness of the process established by the First and Second Lines of Defense.

(Source) Financial Services Agency (Prepared based on “The Internal Audit Function

in Banks”) (Basel Committee on Banking Supervision (BCBS)) 14

7. Three Lines of Defense (v)
(Three Lines of Defense Model)

m Managers of financial institutions are expected to develop a
stronger and sounder risk management framework by
allocating sufficient management resources to the sections
composing each Line of Defense in accordance to the
business strategy and others, while each section fulfils its
responsibility under the clarified role and mandate, and
promotes cooperation, if necessary.

15
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Financial Analysis (SESC)

8 October, 2015

Hiromi Sano
Inspector for Inspection Division
Securities and Exchange Surveillance Commission

Preface

The Financial Services Agency has adopted the risk-based
approach to efficiently supervise and inspect thousands of
financial institutions with the limited staff.

Specifically, detailed inspections and checks are conducted
after grasping the overall picture of the target financial
institutions off-site and selecting those with risks.
Assessment of risks is conducted through the qualitative
analysis using the information etc. provided to the authority as
well as the comparative financial analysis (quantitative
analysis) using figures in financial statements of each
company.

This seminar presents the methods and perspectives of
financial analysis as well as the cases (financial figures
related) that have been identified by the inspection of those
selected.



1. Preface

¢ The Securities Inspection Policy and the Program for FY2015

— Verification of financial soundness

Previous inspections of Type | FIBOs have revealed violations arising from
deterioration of financial conditions, such as the misappropriation of the Trusts
for the Separate Management of Money and Securities (TSMMS) and the
Trusts for the Segregated Management of Cash Margins and Other Deposits
(TSMCM), and defects in net assets and capital adequacy ratios against
statutory requirement. The SESC will continue to focus its examination on the
status of TSMMS and TSMCM, and the status of net assets and capital
adequacy ratios in close corporation with the supervisory department, the
Japan Securities Dealers Association, and the Japan Investor Protection Fund.

1. Preface

* (Reference) Recent Performance of Securities Companies
(Unit: Billion Yen)

Total Assets 100,618 110,859 113,641 126,154 140,187
Total Net Assets 5,856 5,780 6,320 7,091 7,477
Net Income/Loss -219 -127 496 968 NA
Nikkei Average (Yen) 9,755 10,083 12,397 14,827 19,206

(Financial figures are from “Composite Balance Sheet of Securities Firms and Number of
Customer Accounts, etc.” published by the Japan Securities Dealers Association)

v The industry as a whole turned into surplus in FY ended March 2013, and increased
profit in FY ended March 2014. Accordingly, concerns about the “Deterioration of
financial positions” seem to have been lessened to some extent.

v However, caution is still required as on an individual company basis, some companies
continue to see their financial position deteriorating. Moreover, as a result of starting
to deal with new transactions and products upon a favorable turn in earnings, it is
expected that there will be higher risks (or new risks incurred).



2. Outline of Financial Analysis
(1) Method of financial analysis

(i) “Deterioration of financial positions” mentioned above can be understood in more
detail by checking the trends of not only the recent time but also the past several
years.

(i) Since results of marketing activities (incl. solicitation by marketing staff, and
proprietary trading by securities companies) appear in financial statements, it is
possible to grasp the trend of marketing activities by conducting financial analysis,
and to give feedback to other examination items (marketing related, internal control
etc.).

(iii) It is possible to understand the characteristics of the company by conducting
comparative analysis of other companies in the industry (ex. Large-scale securities
companies, foreign securities companies, and internet securities companies).

2. Outline of Financial Analysis

(1) Method of financial analysis

v When conducting financial analysis, one should grasp the contents of increase or decrease in
each item, by horizontally comparing financial figures (Those in the balance sheet and the profit
and loss statement) in the recent several years. The following are important points in doing so:

(i) Analysis of changes in the level of profit and net assets
= Grasp an increase/decrease and change in net income, ordinary income and others.
(Having stable profit in every period? Barely surplus?)

= Moreover, grasp the level of net assets (Amount of the minimum net asset is a guide).

(Substantially exceeding the level prescribed by laws and regulations? Concerns about the level
of violation?)

(ii) Analysis of changes in profit and loss items

= Grasp the causes of significant changes in items (Changes in transaction volume? Start of
new transactions or businesses?). Note that since no significant increase or decrease is unusual in
some cases, there is a need to grasp from which kind of transactions the item is incurred from.

= Understand the source from which profits are incurred by grasping the breakdown of operating
revenue etc. (Only the intermediation of stocks? Active in proprietary trading as well? Moreover, are
there changes in their breakdowns?)



2. Outline of Financial Analysis (Image of Analysis)

B/S Period | Period | {(B)-(A)} | Period | {(C)-(B)} Total Reason for
Item X1 X2 1(A) X3 1(B) Asset Increase/Decrease
(A) (B) (%) Ratio

Cash and deposit
Trust of individual customers

Deferred tax assets

PIL Period | Period | {(B)-(A)} | Period | {(C)-(B)} | Operating Reason for
Item X1 X2 I(A) X3 1(B) Revenue | Increase/Decrease
(A) ()] (€) Ratio

Commissions
Stock trading profit/loss

Personnel expense

Check whether there are significant changes in comparison to
the previous period etc., and whether extraordinary figures are
recorded in terms of the situation of markets and transactions

2.(2) Regulations etc. on Securities Companies etc.

(Registration Requirements)
(i) Registration Requirements of Financial Instruments Business Operators
(Financial figures related)

Type | Type Il Investment Investment
(AL ELHE] Financial Management | Advisory and

Instruments Instruments Business Agency
Business Business

Deposits for
Corporation) Operation
50 millionyen 10 millionyen 50 millionyen 5 million yen
Minimum Capital ~ (*1) Individual)
Deposits for

Operation
10 million yen

Net Assets (@] None (@] None

Capital Adequacy O (*2) None None None
Ratio

*1 : 300 millionyen when conducting PTS business, and 500 million yen for wholesale underwriting business
(3 billion yen for the lead managing wholesale underwriter) (Article 29-4, Paragraph (1), ltem (iv) of the Act,
Article 15-7 of the Order)

*2 : It is stipulated that they cannot be registered if under 120% (Article 29-4, Paragraph (1), ltem (vi) (a) , and
Article 46-6, Paragraph (1), ltem (ii) of the Act)



2.(2) Regulations etc. on Securities Companies etc.
(Amount of Net Assets)

(ii) Amount of Net Assets
e Calculation Method

v Amount of net assets is calculated by deducting the total amount of liabilities from
that of assets in the balance sheet (excluding Financial Instruments Transaction
Liability Reserves, etc.) (Article 14, Paragraph (1) of the Cabinet Office Ordinance)

Namely |Amount of Net Assets
= Total Assets - (Total Liabilities - Financial Instruments Transaction Liability Reserves etc.)
= Net Assets + Financial Instruments Transaction Liability Reserves etc.

(Example of Calculation)
« Balance Sheet of a securities company

Current Assets: 8,000 Current Liabilities: 1,500
Calculation of net assets (Application of the
above formula)
Fixed Liabilities: 4,000 = 8,000 — (&,000 — 500)
Total assets  Total liabilties ~ Reserves, etc
Financial Instruments Transaction
Liability Reserves, etc.: = 8,000 — 6,000 + &O0
Total assets  Totalliabiliies  Reserves, etc.
500 (b)
Fixed Assets: 1,000 | = 3,000 + 500
Total Liabilities: 6,000 Net assets  Reserves, efc.
Total Net Assets: 3,000 (a) = 3,500 (a+binthe leftfigure)

Total Assets: 9,000

10

2.(2) Regulations etc. on Securities Companies etc.

(Amount of Net Assets)
e Regulations on the amount of net assets
v If the amount of net assets of Type | Financial Instruments Business

Operator becomes less than is prescribed by laws and regulations, its
registration may be rescinded, or suspension of all or part of its business
may be ordered by specifying a period not exceeding six months. (Article
52, Paragraph (1), Item (iii) of the FIEA)

e Amount prescribed by laws and regulations

Among Wholesale Underwriting of Securities, when conducting those
that are prescribed by Cabinet Order as highly in need of managing

risks of losses (See Atrticle 15 of the Order and Article 4 of the Cabinet Slllemizn
Office Ordinance).
Among Wholesale Underwriting of Securities, when conducting those 500 million yen

other than the above

(Excluding the above) Type | Financial Instruments Business

Operators and Investment Management Business Operators SO mliEn ;5

11



2.(2) Regulations etc. on Securities Companies etc.
(Capital Adequacy Ratio)

(iii) Capital Adequacy Ratio
a) What is Capital Adequacy Ratio?...As with the Capital Adequacy Ratio (BIS

regulation) for banks, it is considered as an indicator to show soundness, and is
calculated by the following formula:

Amount of Non-fixed Equity Capital
Capital Adequacy Ratio (%) = Risk Equivalent Amount % 100

Basic ltems + Supplementary ltems - Deductible Assets
= Value of Market + Value of Counterparty + Value of Basic %100
Risk Equivalent Risk Equivalent Risk Equivalent

(Image of the Equation) B/S

Liabilities

(Subordinate debts, allowancesetc.)
[Supplementary items] Valu.e of N(?n-ﬂxed
Equity Capital

Non-fixed Assets

... Equity Capital ...
[Basic ltems]

12

2.(2) Regulations etc. on Securities Companies etc.
(Capital Adequacy Ratio)

b) Definition of Risk Equivalent Amount (Article 178 of the Cabinet Office
Ordinance)

o Market Risk Equivalent Amount

Amount equivalent to the potential risk arising from changes in the price of
Securities etc. owned and other reasons (Market Risk)

e Counterparty Risk Equivalent Amount

Amount equivalent to the possible risk arising from the breach of contract by
the counterparty or other reasons (Credit Risk)

e Basic Risk Equivalent Amount

Amount equivalent to the possible risk arising from errors in administrative
processing and other ordinary operations

13



2.(2) Regulations etc. on Securities Companies etc.
(Capital Adequacy Ratio)

c) Regulatory treatment

Capital Adequacy Ratio Treatment under the FIEA etc.

Less than 140% Notify FSA
(Article 46-6 of the FIEA, and Article 179 of the Cabinet
Office Ordinance)

Less than 120% FSA may order the change of the methods for business,
deposition of its property, or other matters necessary for
supervision (Article 53 of the FIEA)

Less than 100% FSA may order the suspension of whole or part of its
business by specifying a period not exceeding three
months (Article 53 of the FIEA)

OKeep the document which shows the Capital Adequacy Ratio as of the end of each quarter
in business offices for public inspection for three months from the end of the following month.

QOFinancial Instruments Business Operators should grasp the market risk and counterparty
risk equivalent amounts for each business day by a reasonable method in accordance to
their mode of businesses. Moreover, they should grasp their Capital Adequacy Ratio for
each business day appropriately.

14

2.(2) Regulations etc. on Securities Companies etc.
(Financial Information etc. to Submit to Authority)

Business reports (BS, PL, For every fiscal year, Atrticle 46-6 of the FIEA

and other formats submit within three Article 47-2 of the FIEA
prescribed by the Cabinet months after end of

Office Ordinance) each fiscal year

Capital Adequacy Ratio Every month Article 46-6 of the FIEA
Reports etc. that can be Every month Article 56-2 of the FIEA

referred to concerning
businesses or property

15



3. Financial Analysis (1) Financial Analysis of Analyzing Changes in
the Levels of Profits and Net Assets

Case (i) (Securities Company A Notification in July 2009)

v Facts (Excerpts from the notification contents)
The Company, while its earnings were deteriorating, was increasing the amount of
net assets and the Capital Adequacy Ratio year after year due partly to capital
increase.

However, although the Company had concluded the contract to pay 25 million yen
to the former president when he/she retired, the current president planned to
conceal the existence of the said retirement benefit, thinking it was a priority to
prevent the lowering of the Capital Adequacy Ratio and the worsening of financing
due to the deterioration of earnings.

As a result, the Capital Adequacy Ratio after an appropriate processing was falling
to below 140% from time to time, and therefore, was required to be notified;
however, it was not done so to that effect.

v Application of Laws and Regulations
In violation of Article 179, Paragraph (1) of the Cabinet Office Ordinance based on
Article 46-6, Paragraph (1) of the FIEA

16

3. Financial Analysis (1) Financial Analysis of Analyzing Changes in
the Levels of Profits and Net Assets

Case (i) (Securities Company A Notification in July 2009)
v Recent situation
It did not undergo external audit.

Its financial position in the preceding two years before the inspection was as follows
(The cut-off date of inspection was March 2009):

(Unit: Million Yen)

Share Capital 650 996
Net Assets 222 255
Operating Revenues 126 246
Operating Expense 410 492
Net Income -304 -315
Capital Adequacy Ratio 147.9% 180.2%

17



3. Financial Analysis (1) Financial Analysis of Analyzing Changes in
the Levels of Profits and Net Assets

Case (i) (Security Company A Notification in July 2009)

v Paints of the Analysis
While earnings have been net loss for every period, the net assets amount and
Capital Adequacy Ratio have been improving due to capital increase. However, it is
highly likely to be difficult to continue improving the net assets etc. by capital
increase.
As for the profit and loss, while on a recovering trend, Operating Revenues has not
been able to pay for operating expense. Accordingly, it is expected to continue
incurring deficit going forward.
As a result, given the possibility of having difficulty in strengthening capital by the
continuous capital increase, subordinate loans, and other measures—despite the
recovering Capital Adequacy Ratio etc. most recently—the Capital Adequacy Ratio
and net assets are expected to decrease by the amount of net loss every period;
and therefore, it is highly likely to infringe on the minimum net assets and the
Capital Adequacy Ratio required by laws and regulations in the near future.

.". For the net assets and the ratio, it is important to consider not only changes in
numbers but also their causes, expected changes in numbers etc. going forward.

18

3. Financial Analysis (1) Financial Analysis of Analyzing Changes in
the Levels of Profits and Net Assets

Case (ii) (Securities Company B Recommendations in December 2012)

v Facts (Excerpts from part of the contents)
As of the inspection cut-off date (November 2012), the Company recorded 214 million
yen in the deposit account, of which 200 million yen did not exist, with the true deposit
balance of 14 million yen.
The net assets as of the inspection cut-off date based on the true deposit balance etc.
was -121 million yen, which was less than the amount (50 million yen) prescribed by
Article 15-9, Paragraph (1) of the Order based on Article 29-4, Paragraph (1), Item (v)
(b) of the FIEA, and the Capital Adequacy Ratio was also significantly below the
number prescribed by Article 46-6, Paragraph (2) of the FIEA.
Furthermore, it was found that the necessary amount which should be separately
managed was used as operation funds.

v Application of laws and regulations

Falls under the provisions of Article 52, Paragraph (1), Item (iii) (Disposition Rendered
to a Financial Instruments Business Operator for the Purpose of Supervision) and
Article 53, Paragraph (2) (Order Concerning Capital Adequacy Ratio) of the FIEA
Infringes on the obligation of separately managing the assets of customers prescribed
by Article 43-3, Paragraph (2) of the FIEA.

19



3. Financial Analysis (1) Financial Analysis of Analyzing Changes in
the Levels of Profits and Net Assets

(2) Case (ii) (Securities Company B Recommendations in December 2012)
v Recent situation
It has undergone external audit by an audit firm, which had been giving the
“disclaimer of opinion” since March 2010 because “There were material doubts about
the Going Concern Assumption.”
The financial positions in the three years before the inspection were as follows:
(Unit: Million Yen)

Current Assets 367 429 447
Total Assets 419 469 520
Net Assets 253 119 122
Share Capital 1,143 1,244 1,331
Operating Revenues 3 176 178
Operating Expenses 447 425 299
Net Income -492 -355 -171
Capital Adequacy Ratio 2707%  156.1%  160.4%

20

3. Financial Analysis (1) Financial Analysis of Analyzing Changes in
the Levels of Profits and Net Assets

(2) Case (ii) (Securities Company B Recommendations in December 2012)
v Points of the Analysis
When external audit has been conducted, it is necessary to check the contents of the
audit opinion (Please refer to the next slide for the contents of the audit opinion).
In regards to the profit and loss, while on a recovery trend due to the profits from FX
transactions, Operating Revenue was not enough to pay for operating expense;
accordingly, as with the case (i), it is expected to continue incurring deficit going
forward.
As for the level of current assets and total assets, deposit account accounts for about
40 - 50% of assets. Therefore, when actually conducting examination, attention
should be paid to the said deposit account (However, in such cases where there is no
need to have proprietary positions, the ratio of the deposit account may become high
to some extent).

.. In the examination of the net assets and others, while items such as impairment loss
of securities and fixed assets etc. are important, the breakdown of asset items should be
considered when deciding the items to examine.

21
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3. Financial Analysis (1) Financial Analysis of Analyzing Changes in
the Levels of Profits and Net Assets

(Reference) Types of Audit Opinions

- There are the following four types of audit opinions (From The Japanese Institute of
Certified Public Accountants website):

(i) Unmodified opinion ...... Describes in the audit report to the effect that in accordance with
generally accepted accounting principles, “presenting fairly, in all
material matters,” the financial position of the company.

(i) Qualified opinion .......... If the existing inappropriate matters in some part are not regarded so
material to the financial statements as a whole, describes in the audit
report, with a description of such inappropriate matters, that the financial
positons of the company “present fairly in all material matters, except for
said matters.”

(iii) Adverse opinion .......... If an inappropriate matter is found and it leads to a material effect on the
financial statements as a whole, describes the financial positions of the
company in the audit report as “not fairly presented,” specifying the
reasons for the adverse opinion.

(iv) Disclaimer of opinion .. If the important audit procedures cannot be performed, resulting in the
inability to obtain sufficient audit evidence, and whose effect is judged to
be material enough not to express the opinion on the financial
statements etc., describes in the audit report to the effect that “The
opinion on whether the financial positons of the company are fairly
presented shall not be expressed” with its reason.

22
3. Financial Analysis (2) Analysis of Changes in Profit/Loss ltems
(Reference)
e lItems in the Profit and Loss Statement Operating revenue
Commissions...Fees forintermediating Commissions 400
ressclonsfsecuioode (natel L, Genorksson v
etc., those for underwriting and public offering Financial revenue 100
and others Total operating revenue . 566-
Financial expense W

Gain or loss on trading, net ...A gainorloss T EAEEE 0L
etc. arising from transactions of trading Net operating revenue 500
products (securities and derivatives owned by

. A Selling and administrative expenses 200

securities companies themselves) by o

securities companies with customers Operating income 300
Non-operating income/loss 100

Financial revenue (expense)...Interest Ordinary income/loss 400

recglved (paid) or.dlwdends arising from . Extraordinary income/loss 50

trading products, income (expense) of margin

transactions, etc. Net income before tax 450
Corporate tax, etc. -70

Selling and administrative Net income 380

expenses...Personnel expense accounts for a —

large part among the breakdowns. In addition,
transaction-related expenses, depreciation

allowances etc. are included. 23



3. Financial Analysis (2) Analysis of Changes in Profit/Loss Iltems

e Commissions, Trading Profit/Loss and Transaction Contents
v Check the link between commissions and trading

Brokerage commissions « Brokered intermediation of domestic stocks and
ETFs
« Intermediation of foreign stocks to overseas
markets
Commissions on « Underwriting Business of stocks and bonds etc.
Underwriting/Secondary Distribution (Commissions for Managing Underwriter, Sales
(So-called “Underwriting Business”) Commissions, etc.)
Commissions on « Public Offering of stocks and bonds (Commissions
Public Offering/Secondary Distribution for Public Offering etc.)
(So-called “Selling Business”) « Sales of investment trust (Sales commission part

when customers purchase investment trusts)
Other Commissions « Trust remunerations of investment trusts (Selling
company’s share in agency administration fees)
» Commissions on M&A businesses
« Commissions on advisory business etc.
« Intermediation commissions on insurance sales etc.

3. Financial Analysis (2) Analysis of Changes in Profit/Loss ltems

e Commissions, Trading Profit/Loss and Transaction Contents
v Check the link between trading profit/loss and transactions

Stock (bond) trading  * Stock (bond) trading on its own (Proprietary Trading. Also includes
profit/loss profit/loss from algorithm transactions using the system.)
« Derivative transactions to hedge (*2) proprietary trading in stocks
(bonds) etc. (ex. Nikkei 225 Futures and selling of bond futures)
* Negotiated transactions with customers (Cases where the company
sells to customers foreign bonds it owns by itself etc. In particular,
since bonds are mostly unlisted, the company itself becomes the
counterparty in many cases.)
* Profit/loss arising from stock (bond) related derivative transactions

(on its own)
Other trading + Customers’ transactions of foreign currencies (The company itself
profit/loss is the counterparty of the transaction)

* Profit/loss arising from derivatives with the underlying assets other
than stocks and bonds (ex. currencies, and credit-related) (including
foreign exchange futures to hedge the position in foreign currencies)

*1: Note that trading profit/loss includes valuation gain/loss of trading products.

24

*2: Even if the net profit/loss is small, gross profit/loss of the hedging targets and hedging transactions

may be large.

25
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3. Financial Analysis (2) Analysis of Changes in Profit/Loss Items

If a large change is found as a result of analyzing changes in items under operating
income, the following events may be expected.

v Increase in transaction volume

= If there was an increase far exceeding the increase in the market as a whole, the
company may have focused on sales and so on. In such cases, since inappropriate
solicitations, loss of substance in the management arrangements etc. are expected,
care should be taken including as to whether sales are concentrated on particular
issues of stocks and so on.

v Launch of new transactions, and enhancement of products to deal with

= Do they have appropriate internal management arrangements established for the
said transactions and products?

It is also useful to pay attention to the relationship with other changes.

= While a large increase in the sales volume of investment trusts (i.e., commissions
on public offering/handling) usually leads to an increase in the deposit balance of
investment trusts (i.e., trust fees), if transfers among investments trusts are frequently
conducted, the increase of the deposit balance is expected to be slower than that of

sales volume.

26

3. Financial Analysis (2) Analysis of Changes in Profit/Loss Items
(Relevance to the Business Report)

(i) Transaction of Securities

Entrustment ~ Proprietary
In-market ( ) ( ) (
transactions

No. of Off-market  ( ) ( ) (
Stocks transactions

Total ( ) ( ) (

Stock
oC In-market £ J——(
transactions

Off-market ( ) ( ) (

transactions
"
Total ( ) - N

Government bond certificates

Amount

Local government bond
certificates

Bond Special bond certificates
Corporate bond certificates
Total ( ) (

Beneficiary Certificates

Of which: listed securities ( ) ( -
investment trusts

Share Option Certificates
Other Commercial Papers
Other ( ) ( ) (

— ( ) ( ) (

« Parentheses indicate foreign securities (Included in the
total)

« For each product category, see Form No. 12 of the
Cabinet Office Order

(i) It shows entrusted transaction volume of stocks. ;
Itis supposed to be linked with the amount of 3
ntrustment fees for stocks (commissions). !

x

Transaction volume x Rate of entrustment fee
Entrustment fee

! (ii) Proprietary transactions of stocks (Parentheses
1 indicate those of foreign stocks). Linked to profit/loss of

rtifi

! stock te trading.

} bonds. Note that all government, local, and special bonds
i are domestic; foreign bonds including TBs and corporate

bond certificates,” and therefore, the figures in the
parentheses above (Parts that show XXX) are the total

i bonds are all included in the calculation of “corporate i
foreign bonds. Linked to profit/loss of bond trading. f
L

3 (iv) While it says Beneficiary Certificates, entrusted
! transactions do not include intermediated orders for ETF
| (sales of general publicly offeredinvestment trusts).

Accordingly, it is supposed to be linked to the amount
of entrustment fees for stocks (in cases where ETFs are
handled in the same way as stocks).
*Sales volume X Rate of entrustment fee

= Entrustment fee
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3. Financial Analysis (2) Analysis of Changes in Profit/Loss ltems
(Relevance to the Business Report)

(vi) Underwriting and secondary distributions, and sales solicitations to Professional Investors etc. of securities, as well as
the handling of public offering, secondary distribution, private placement, and sales solicitations to Professional Investors etc. of securities

Total amount of Volume of sales
Volume of Volume of
Secondary sales Volume of p solicitations to
Underwritten e e secondary private
distribution  solicitations to  public offering  Sooor Professional
volume A distribution placements
volume Professional handled Investors
handled handled
Investors etc. handled
No of stocks ( ( ) ( ) ( )
Stock
Amount ) ( ) ( )
Government bond,
certificates
Local governme|
bond certificate:
Bond Spegigl bond
certificates
Corporate bond ( ) ( )

certificates

Total

- " ( ) ( ) ( )
Beneficiary certificates ////q:)

Other

3 v) They show handled volumes of ‘ (vi) They show the handled volume of public offerings of ‘
underwriting/public offerings of stocks and bonds. investment trusts (sales volume of general publicly offered H
i Accordingly, they are supposed to be linked with 1 investment trusts).
‘ees for underwriting/secondary distributions and Accordingly, they are supposed to be linked with fees for

= =

hose for public offering/secondary distributions. public offerings/secondary distributions
bommmmommmmmooommmoomommsooooomoooooonoooooood ! *Sales volume X Rate of sales fee
3 = Fee for public offerings/secondary distribution.

Thank you
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