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Why long-term diversified
investors need a system-level

view of inequality

A conversation with Takeshi Kimura,
Special Adviser to the Board, Nippon Life
Insurance Company; Member, TISFD Steering

Committee

For investors that invest over
the long term across a broad
range of companies, looking
only at risks and opportuni-
ties at the level of individual
entities is not always enough.
Takeshi Kimura explains why
system-level risks can affect
the long-term returns of a
diversified portfolio, how a
system-level lens comple-
ments entity-level analysis,
and how TISFD is seeking to
bring this wider view into its
framework.

Q. Why do Iong-term
diversified investors need to
look beyond risks at the level
of individual companies?

Takeshi: System-level risks
can affect many companies
across the economy and can-
not be adequately diversified
away simply by increasing the
number of holdings. These
can include declining econo-
my-wide productivity, labour
shortages across industries,
weakening household pur-
chasing power or social insta-
bility.

For a long-term diversified
investor, these risks can there-
fore affect the returns of the
portfolio as a whole.

This is why there is value in
applying a system-level lens
alongside entity-level analy-
sis: looking beyond individual
companies to the wider social
and economic system and
understanding what chang-
es arise as the activities and
impacts of multiple actors
interact.

Q. What does applying a
system-level lens mean in the
social domain?

Takeshi: The relationship be-
tween businesses and people
does not begin and end with-
in the boundaries of a single
business.

Businesses depend on skilled
workers, consumers’ purchas-
ing power, relationships of
trust with local communities,
stable societies, effective insti-
tutions and functioning public
services.

At the same time, business
activities and impacts, togeth-
er with those of governments,
households and other actors,
can help shape social and
economic systems, including
income distribution, human
capital, labour markets, con-
sumer demand and social
trust.

Businesses are then affected
by the state of those systems.
A system-level lens therefore
broadens the unit of analysis
beyond the individual entity
to the social and economic
system itself.

Q. How can decisions
that benefit an individual
company create risks for a
diversified investor?

Takeshi: Decisions that are
rational for an individual com-
pany do not necessarily align
with the interests of an inves-
tor holding a broadly diversi-
fied portfolio.

Containing labour costs, for
example, may be rational for
one company. But if similar
behaviour becomes wide-
spread, it may weaken house-
hold purchasing power and
consumer demand.

Likewise, if many companies
reduce investment in work-
force development and rely
instead on recruiting workers
with the required skills exter-
nally, the result may be labour
shortages, skills mismatches
and, through lower productivi-
ty, potentially weaker growth.

An action that benefits an in-
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dividual company in the short
term may therefore impair
long-term portfolio returns if
negative externalities weaken
the social and economic sys-
tem on which many investee
companies depend.

Q. How can individual
companies be connected to
system-level risks?

Takeshi: There are two differ-
ent ways.

The first is through contribu-
tion: a company’s activities
and impacts on people, to-
gether with those of other ac-
tors, can contribute to chang-
es in social and economic
systems and to the formation
of system-level risks.

The second is through expo-
sure: a company may itself be
affected, through its depen-
dencies, by risks and opportu-
nities arising from changes in
those systems.

The distinction matters be-
cause the two do not neces-
sarily correspond. A company
may have only a limited effect
on income distribution across
a country, but if it depends
heavily on domestic house-
hold consumption, it may be
significantly exposed to weak-
ening purchasing power and
consumer demand.

A small contribution to a sys-
tem-level risk therefore does

not imply a small exposure to
that risk.

Q. Why does it matter for
investors to understand both
a company’'s contribution
to system-level risks and its
exposure to them?

Takeshi: Analysing exposure
can inform company assess-
ment, investment decisions
and portfolio risk manage-
ment.

Analysing contribution can
help investors assess how
widespread corporate be-
haviour generating negative
externalities has become and
where action may be needed
to mitigate system-level risks.

For long-term diversified
investors, looking at both can
provide a clearer basis for un-
derstanding risks that affect
many investee companies
and assessing portfolio-wide
exposure.

Q. How is TISFD seeking to
support a system-level view?

Takeshi: TISFD is developing a
framework to help businesses
and financial institutions un-
derstand, assess and report on
their impacts and dependen-
cies on people, and related
risks and opportunities.

TISFD is seeking to bring this
wider, system-level view into
its framework. It does not re-
place the existing approaches
of financial and impact mate-
riality. Rather, it aims to pro-
vide an additional and com-
plementary lens that connects

entity-level activities and
information to broader social
and economic systems, help-
ing to capture how companies
both affect and are affected
by those systems.

The aim is not to seek an ev-
er-expanding range of infor-
mation from companies, but
to identify information on im-
portant drivers and pathways
associated with system-level
risks and determine which
information can support
cross-company analysis and
investor decision-making.

For long-term diversified
investors, this can provide a
clearer basis for understand-
ing risks across investee
companies, assessing portfo-
lio-wide exposure and consid-
ering the appropriate level of
investor response.

You can access Takeshi's
Nippon Life Institute Paper:
Why TISFD Emphasises Sys-
tem-Level Risks here.
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