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Climate change solutions in Japan

We have no option but to look up and take stock of global warming

By Masayuki Teraguchi, Head of Investment Technology Fund Management Department
11 September 2023

“Hottest on record” is on repeat

In scenes now repeated every summer, not a day seems to go by without headlines of record-high heat somewhere
on the planet, whether in Europe, Asia, Africa or North America. The World Meteorological Organization said it was
“extremely likely” that July 2023 will be the hottest on record’. As temperatures climb, news images of raging wild
fires have become all too common, along with other hallmarks of extreme weather such as violent storms and
destructive flooding.

We have been spared the worst of extreme weather patterns here in Tokyo. Nevertheless, we have acutely felt the
impact of climate change. In Tokyo this August the mercury rose above 30 degrees Celsius every day of the month
for the first time since records started being kept in 1875. As the country becomes more tropical in climate, long-
standing traditions are being challenged. An example is in baseball, Japan’s national pastime. The sport is usually
played without any breaks. However, a “cooling time” rest period was introduced for the first time at the 105th edition
of the National High School Baseball Championship, a nationwide tournament held annually in August. This break
with tradition caused a national debate, with many of us wondering if children in the future will even be able to enjoy
pastimes long associated with the summer in this country such as tennis, soccer and rugby?

It is no secret that greenhouse gas (GHG) emissions play a role in global warming. Yet, despite pledges by
governments around the world to reduce GHG output, global emissions have been increasing steadily (Chart 1). Our
tendency to ignore a looming catastrophe was satirized in the 2021 movie Don’t Look Up. Two astronomers played by
Leonardo DiCaprio and Jennifer Lawrence discover a comet hurtling towards earth and warn the world of the
impending disaster, but to no avail. In desperation, the two scientists beg the world via social media to just look up,
but the US president, portrayed by Meryl Streep, advises to do just the opposite, telling people “don’t look up”.

" ”July 2023 is set to be the hottest month on record”, World Meteorological Organization, 27 July 2023
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Chart 1: Global GHG emissions and corresponding temperature change
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World total GHG: Total greenhouse gas emissions including land-use change and forestry, measured in million tonnes of CO2-
equivalents. World temperature change from GHG: Change in global mean surface temperature (in °C) caused by greenhouse gas
emissions.

Source: Out World in Data material compiled by Nikko AM

Japan: a major GHG emitter with room for improvement

Unlike fictional characters in a movie, in reality we have no option but to look up and consider what is driving climate
change. Let us take our home market of Japan as an example. The country was the seventh largest GHG emitter in
2021 (Chart 2). Japan'’s significant emissions are a result of its heavy reliance on fossil fuels to generate power, having
slashed its dependency on nuclear power plants following the earthquake and tsunami-induced nuclear disaster in
2011.

Chart 2: The world’s top GHG emitters

GHG emissions in 2021
(million tonnes)

China 13,711
us 5,926
India 3,901
Russia 2,411
Brazil 2,150
Indonesia 2,053
Japan 1,104
Iran 1,005
Saudi Arabia 821
Mexico 808

Source: Our World in Data material compiled by Nikko AM

Seen from a different perspective, being a large GHG emitter means there is plenty of room for Japan to improve its
environmental standing. In 2020, the country made an ambitious pledge to reach carbon neutrality by 2050, and in
2021, it set a goal to cut GHG emissions 46% by 2030 from 2013 levels. The share of renewable energy that generates
Japan'’s electricity has risen to 22.4% in 2021 from 12.1% in 2014, according to the Institute for Sustainable Energy
Policies.

22022 Share of Electricity from Renewable Energy Sources in Japan (Preliminary)”, Institute for Sustainable
Energy Policies, 26 April 2023
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There are other concrete signs that Japan is indeed improving its standing, in particular among its private sector. As
Chart 3 shows, Japan has the highest number of companies that support the Task Force on Climate-Related Financial
Disclosures (TCFD). Upon request by G20 central bankers and finance ministers, the Financial Stability Board
established the TCFD in 2015 to help the financial sector assess and price climate-related risks as well as opportunities.
The TCFD Recommendations were released in 2017 and widely credited with shaping the voluntary climate-related
financial disclosure landscape. However, whilst support for the TCFD is encouraging, the quality of disclosures still
has room for improvement.

Chart 3: TCFD-supporting institutions by country as at July 2023
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Source: TCFD Consortium material compiled by Nikko AM

Awareness towards sustainability within Japanese society is expected to increase, with companies taking a more
proactive role in promoting it. Interest towards ESG investment is also rising among individual investors, led by those
of the younger generation. According to a survey by Japanese news provider QUICK’s ESG Research Center, 48% of
respondents in their 20s were interested in ESG investment, compared to 44% in their 30s and 42% in their 40s>.

Equity strategy focused on climate change

In addition to Japanese companies and individuals, awareness towards sustainability is also increasing among the
country’s financial institutions and investors. Until recently, only a few financial institutions disclosed their financed
emissions, which are GHG emissions linked to investment and lending activities. However, more such institutions are
now hiring sustainability specialists to estimate their financed GHG emissions, and their disclosure is seen gathering
pace going forward. Against such a background, we expect increased demand among investors to reduce GHG
emissions linked to their investments. One strategy asset managers use to meet such demand for portfolios with
lower GHG emissions focuses on urging companies to accelerate decarbonisation efforts via stewardship activities.
Nikko AM'’s climate change-focused Japanese equity strategy takes such an approach (Exhibit 1).

Exhibit 1: Climate change-focused Japanese equity strategy’s objectives

Investor demand
» Wish to invest in funds and assets with lower GHG emissions

« Keen to support companies’ efforts to realise a decarbonised society

A simple and easy-to-execute strategy

Climate change-focused Japanese Stewardship activities on climate
equity strategy change aimed at Japanese companies

Covers all sectors with construction of \ Y,
low-GHG portfolio ,.‘._.\ . Engagemfent.for accelerated
1 l decarbonisation efforts

Lower GHG emissions than &» - Engagement forimproved ESG

TOPIX(benchmark) with reduced disclosures
tracking error % +  Proxy voting
(WG|

Source: Nikko AM

3 QUICK sustainability awareness survey, December 2021
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The strategy covers all sectors to construct a low-GHG portfolio, providing exposure to Japanese stocks that is similar
to the TOPIX while simultaneously aiming to limit financed emissions. As at end-July 2023, the portfolio’s estimated
tracking error versus the benchmark TOPIX was 0.34%, of which the estimated risk attributed to industry allocation
was a modest 0.13%. GHG emissions and intensity are maintained approximately below 50% of those of the
benchmark TOPIX (Exhibit 2); GHG emissions by companies are based on publicly disclosed information as well as
estimates calculated using an in-house model.

Exhibit 2: Portfolio-wide GHG restrictions and targets* (KPlIs)

Portfolio Restrictions Quantitative Target Parameter
GHG emissions Below approx. 50% of benchmark level GHG Emissions — EVIC
GHG intensity (= GHG emissions =+ sales) Below approx. 50% of benchmark level GHG Emissions =sales

Calculation methods for targets (KPls)

»  GHG emissions[t] = ZL_ (portfolio company i investment amount [JPY] == company i EVIC [JPY] X company i GHG emissions [t])
> GHGintensity =X (portfolio company { GHG emissions [t] <+ company i sales [JPY] X company i investment weighting [%])

* GHG emissions of individual companies are based on actual figures released by the companies and Nikko AM’s own estimates.

Source: Nikko AM

A key feature is the utilisation of in-house GHG emission estimates, which enable us to expand our coverage
significantly from approximately 600 companies to the entire TOPIX universe of roughly 2,100; the weight coverage
has also increased from 82% to 100%. We are able to cover almost the entire TOPIX on a market cap basis through
the use of our own estimates as well as actual reported results.

In addition to such a quantitative approach, another important feature is engagement with the investee companies.
The quantitative data obtained is utilised in engagement undertaken by Nikko AM’s Sustainable Investment
Department. This interaction encourages companies to operate in a more environmentally conscious manner and
disclose relevant information (Exhibit 3). The department’s on-the-ground stewardship specialists are well positioned
to leverage Nikko AM’s influence on investee companies. Their well-established relationships with local companies
give Nikko AM an advantage over foreign peers. In addition, our stewardship activities in all global regions follow the
highest international standards, with the firm having been recognised in 2023 for the second consecutive year by the
UK'’s Financial Reporting Council as a signatory to the UK Stewardship Code. Nikko AM was the first Japanese asset
manager accepted to the Code based on a global, firm-wide application.

Exhibit 3: Driving decarbonisation initiatives through engagement

Overall Nikko AM
Engagement activities

Covered
companies

Climate change-
focused Japanese

Japan Sustainable
Quantitative index for Investment Department

GHG emissions m|
shared l
Conducts Nikko AM stewardship
activities including engagement

Promotes environmentally aware business
management and information disclosure

equity strategy
Quantitative index for GHG
emissions calculated

Source: Nikko AM

4* Figures for reductions in GHG emissions and GHG intensity are target values that could become difficult to achieve due to the market
environment, AUM, changes in companies’ emissions or other such factors. The figures are target levels as of the time of portfolio construction
and rebalancing. They do not constitute a guarantee that the figures will be constantly maintained within a certain range during the investment
management period.

* The above quantitative targets (GHG emissions to be no more than approximately 50% of the benchmark level, etc.) may be subject to change
in the case of changes in the market environment, etc.
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Engagement example: a major Japanese steel company W

— Engagement: The company initially aimed for an 18% reduction of CO2 emissions
by FY2024 from FY2013 levels. Considering the company’s standing as a major
emitter, we conveyed the need for a more ambitious target by first using existing
technology. We also encouraged the company to actively seek government
support in its emissions reduction efforts.

— Company response: The company revised its CO2 reduction plan and now aims to
reduce its emissions by 30% by FY2030. It explained that the plan would be
achievable through the introduction of new procedures, mainly the effective use
of raw materials; practical utilisation of digital transformation within the
production process is also expected to play a role in reducing emissions.

— Assessment: This is an example of successful engagement as the company
responded by proposing concrete measures.

— Future approach: We intend to monitor the progress of the revised plan and
encourage the company to further accelerate its emissions reduction efforts,
including where required through measures such CO2 capture and storage from
2030 onwards, which would require cooperation with players in other industries.

Summary

The climate change crisis we are witnessing presents both challenges and opportunities. Focusing on the latter from
an investment perspective, in our view asset managers are in a position to help facilitate society’s goals of reducing
GHG emissions and decarbonising. An important way of meeting investors’ needs for portfolios with a lower carbon
footprint is through direct engagement with investee companies. Japan is currently a major GHG emitter but the
country’s ambitious plan to become carbon neutral by 2050 has made it necessary for companies to ramp up
decarbonisation efforts. The intent is not in short supply as Japan has the highest number of companies that support
the TCFD and they are increasing the quality of their data disclosures. We believe strategies focused on climate
change-related initiatives in Japan are uniquely placed to help with the construction of a greener portfolio while
assisting society as a whole in its decarbonisation efforts.
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Important information: This document is prepared by Nikko Asset Management Co., Ltd. and/or its affiliates (Nikko AM) and is for distribution
only under such circumstances as may be permitted by applicable laws. This document does not constitute personal investment advice or a
personal recommendation and it does not consider in any way the objectives, financial situation or needs of any recipients. All recipients are
recommended to consult with their independent tax, financial and legal advisers prior to any investment.

This document is for information purposes only and is not intended to be an offer, or a solicitation of an offer, to buy or sell any investments or
participate in any trading strategy. Moreover, the information in this document will not affect Nikko AM’s investment strategy in any way. The
information and opinions in this document have been derived from or reached from sources believed in good faith to be reliable but have not
been independently verified. Nikko AM makes no guarantee, representation or warranty, express or implied, and accepts no responsibility or
liability for the accuracy or completeness of this document. No reliance should be placed on any assumptions, forecasts, projections, estimates or
prospects contained within this document. This document should not be regarded by recipients as a substitute for the exercise of their own
judgment. Opinions stated in this document may change without notice.

In any investment, past performance is neither an indication nor guarantee of future performance and a loss of capital may occur. Estimates of
future performance are based on assumptions that may not be realised. Investors should be able to withstand the loss of any principal investment.
The mention of individual securities, sectors, regions or countries within this document does not imply a recommendation to buy or sell.

Nikko AM accepts no liability whatsoever for any loss or damage of any kind arising out of the use of all or any part of this document, provided
that nothing herein excludes or restricts any liability of Nikko AM under applicable regulatory rules or requirements.

All information contained in this document is solely for the attention and use of the intended recipients. Any use beyond that intended by Nikko
AM is strictly prohibited.

Japan: The information contained in this document pertaining specifically to the investment products is not directed at persons in Japan nor is it
intended for distribution to persons in Japan. Registration Number: Director of the Kanto Local Finance Bureau (Financial Instruments firms) No.
368 Member Associations: The Investment Trusts Association, Japan/Japan Investment Advisers Association.

United Kingdom: This document is communicated by Nikko Asset Management Europe Ltd, which is authorised and regulated in the United
Kingdom by the Financial Conduct Authority (the FCA) (FRN 122084). This document constitutes a financial promotion for the purposes of the
Financial Services and Markets Act 2000 (as amended) (FSMA) and the rules of the FCA in the United Kingdom, and is directed at professional
clients as defined in the FCA Handbook of Rules and Guidance.

Luxembourg and Germany: This document is communicated by Nikko Asset Management Luxembourg S.A., which is authorised and regulated in
the Grand Duchy of Luxembourg by the Commission de Surveillance du Secteur Financier (the CSSF) as a management company authorised
under Chapter 15 of the Law of 17 December 2010 (No SO0000717) and as an alternative investment fund manager according to the Law of 12 July
2013 (No. A00002630).

United States: This document may not be duplicated, quoted, discussed or otherwise shared without prior consent. Any offering or distribution of
a Fund in the United States may only be conducted via a licensed and registered broker-dealer or a duly qualified entity. Nikko Asset Management
Americas, Inc. is a United States Registered Investment Adviser.

Singapore: This document is for information to institutional investors as defined in the Securities and Futures Act (Chapter 289), and intermediaries
only. Nikko Asset Management Asia Limited (Co. Reg. No. 198202562H) is regulated by the Monetary Authority of Singapore.

Hong Kong: This document is for information to professional investors as defined in the Securities and Futures Ordinance, and intermediaries only.
The contents of this document have not been reviewed by the Securities and Futures Commission or any regulatory authority in Hong Kong. Nikko
Asset Management Hong Kong Limited is a licensed corporation in Hong Kong.

New Zealand: This document is issued in New Zealand by Nikko Asset Management New Zealand Limited (Company No. 606057, FSP22562). It
is for the use of wholesale clients, researchers, licensed financial advisers and their authorised representatives only.

Kingdom of Bahrain: The document has not been approved by the Central Bank of Bahrain which takes no responsibility for its contents. No offer
to the public to purchase the Strategy will be made in the Kingdom of Bahrain and this document is intended to be read by the addressee only
and must not be passed to, issued to, or shown to the public generally.

Kuwait: This document is not for general circulation to the public in Kuwait. The Strategy has not been licensed for offering in Kuwait by the Kuwaiti
Capital Markets Authority or any other relevant Kuwaiti government agency. The offering of the Strategy in Kuwait on the basis a private placement
or public offering is, therefore, restricted in accordance with Decree Law No. 7 of 2010 and the bylaws thereto (as amended). No private or public
offering of the Strategy is being made in Kuwait, and no agreement relating to the sale of the Strategy will be concluded in Kuwait. No marketing
or solicitation or inducement activities are being used to offer or market the Strategy in Kuwait.

Kingdom of Saudi Arabia: This document is communicated by Nikko Asset Management Europe Ltd (Nikko AME), which is authorised and regulated
by the Financial Services and Markets Act 2000 (as amended) (FSMA) and the rules of the Financial Conduct Authority (the FCA) in the United
Kingdom (the FCA Rules). This document should not be reproduced, redistributed, or sent directly or indirectly to any other party or published in
full or in part for any purpose whatsoever without a prior written permission from Nikko AME.

This document does not constitute investment advice or a personal recommendation and does not consider in any way the suitability or
appropriateness of the subject matter for the individual circumstances of any recipient. In providing a person with this document, Nikko AME is
not treating that person as a client for the purposes of the FCA Rules other than those relating to financial promotion and that person will not
therefore benefit from any protections that would be available to such clients.

Nikko AME and its associates and/or its or their officers, directors or employees may have or have had positions or material interests, may at any
time make purchases and/or sales as principal or agent, may provide or have provided corporate finance services to issuers or may provide or
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have provided significant advice or investment services in any investments referred to in this document or in related investments. Relevant
confidential information, if any, known within any company in the Nikko AM group or Sumitomo Mitsui Trust Holdings group and not available to
Nikko AME because of regulations or internal procedure is not reflected in this document. The investments mentioned in this document may not
be eligible for sale in some states or countries, and they may not be suitable for all types of investors.

Oman: The information contained in this document nether constitutes a public offer of securities in the Sultanate of Oman as contemplated by
the Commercial companies law of Oman (Royal decree 4/74) or the Capital Markets Law of Oman (Royal Decree80/98, nor does it constitute an
offer to sell, or the solicitation of any offer to buy non-Omani securities in the Sultanate of Oman as contemplated by Article 139 of the Executive
Regulations to the Capital Market law (issued by Decision No. 1/2009). This document is not intended to lead to the conclusion of any contract of
whatsoever nature within the territory of the Sultanate of Oman.

Qatar (excluding QFC): The Strategies are only being offered to a limited number of investors who are willing and able to conduct an independent
investigation of the risks involved in an investment in such Strategies. The document does not constitute an offer to the public and should not be
reproduced, redistributed, or sent directly or indirectly to any other party or published in full or in part for any purpose whatsoever without a prior
written permission from Nikko Asset Management Europe Ltd (Nikko AME). No transaction will be concluded in your jurisdiction and any inquiries
regarding the Strategies should be made to Nikko AME.

United Arab Emirates (excluding DIFC): This document and the information contained herein, do not constitute, and is not intended to constitute,
a public offer of securities in the United Arab Emirates and accordingly should not be construed as such. The Strategy is only being offered to a
limited number of investors in the UAE who are (a) willing and able to conduct an independent investigation of the risks involved in an investment
in such Strategy, and (b) upon their specific request.

The Strategy has not been approved by or licensed or registered with the UAE Central Bank, the Securities and Commodities Authority or any
other relevant licensing authorities or governmental agencies in the UAE. This document is for the use of the named addressee only and should
not be given or shown to any other person (other than employees, agents or consultants in connection with the addressee's consideration thereof).

No transaction will be concluded in the UAE and any inquiries regarding the Strategy should be made to Nikko Asset Management Europe Ltd.

Republic of Korea: This document is being provided for general information purposes only, and shall not, and under no circumstances is, to be
construed as, an offering of financial investment products or services. Nikko AM is not making any representation with respect to the eligibility of
any person to acquire any financial investment product or service. The offering and sale of any financial investment product is subject to the
applicable regulations of the Republic of Korea. Any interests in a fund or collective investment scheme shall be sold after such fund is registered
under the private placement registration regime in accordance with the applicable regulations of the Republic of Korea, and the offering of such
registered fund shall be conducted only through a locally licensed distributor.
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