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A CONVERSATION ON E.S.G. WITH A CIO

Why should a fundamental manager
care about E.S.G.?

Firstly, let's agree on some definitions on SRl and ESG, as they
are sometimes used interchangeably and may be understood
differently — or confused.

ESG (environmental, social, and governance) represents the
three core factors behind sustainable and responsible
investing. Sustainability is a result of managing the challenges
and risks which face all organisations in meeting the needs of
the present, without compromising the needs of future
generations.

We are long-term, global investors, acting in the best interests
of our clients. We believe that one cannot claim to be a good
fiduciary, mandated to create and preserve long-term wealth,
while ignoring the principles of sustainable and responsible
investing. Because of this relationship between responsible
investing and fiduciary responsibility, Nikko AM signed the
UN PRI (Principles for Responsible Investing) in 2007, the year

of its formation.

Socially Responsible Investment (“SRI”), Impact Investment,
and ESG are slightly different, even though they all share
similar tools. SRl and Impact Investing are intended to address
certain macro impacts (e.g. climate change) through the
investment of one’s capital. Here the investment objectives
derive from an investor’s beliefs and values to accomplish a
positive change in society. When a client directs us to do so,
we can offer investment strategies designed to provide
positive impacts, for example, for a better environment
through green bonds and ecosystem-focused investing, or
investment strategies that include the negative screening of
certain sectors.

ESG, or responsible investing, is much more fundamental. We
see it as inherent to long-term value creation, and therefore
incorporating ESG in our investment process is completely
consistent with, and integral to, fulfilling our fiduciary
responsibility.

Let’s get a little more granular

Governance: It's safe to say, in my opinion, that good
governance forms the bedrock of value creation. Good
governance is good business. This connection is common
sense and is deeply rooted in the principal-agent theory in
economics. Separation of ownership and control is arguably
one of the best developments of modern capitalism, enabling
the pooling of capital from diverse investors. It has, however,

also led to issues of accountability and control of management.
Considerations such as executive compensation, defining a
board'’s duties, transparency and disclosure are important
elements in framing the oversight of company management
for the long-term interest of the owners. The mentality of long-
term owners about good corporate governance is quite
different to that of a shareholder who trades in and out of a
stock, or as part of a passive strategy. As such, engaging
company management on long-term issues becomes natural
and necessary in order to understand the executives’ beliefs,
strategy and execution, and evaluate corporate governance.

Social: Social impacts are often linked to long-term risks to
enterprises and corporate valuations, which can be difficult to
quantify. For example: Social factors, such as the relationship
between labour and product safety, human rights violations
and child labour abuse. To identify risk factors such as these
requires a good understanding of the micro issues of a
company’s operations including: manufacturing and vendor
practices, marketing and selling practices, internal morale and
employee turnover. While not financial metrics per se, they are
all inherently tied to an assessment of a company’s quality. By
understanding how a company deals with social factors, and
the relationships between the various stakeholders
(management, labour, suppliers, clients, shareholders, board
and the broader community), a long-term investor can better
identify the risks or potential for disastrous financial or
reputational results.

Environmental: The environmental factor often exists as an
externality cost (e.g. climate change, pollution, resource
depletion), which companies and analysts may ignore because
of the extent of the issue and its global nature. Environmental
issues ultimately do matter to investors because externality
costs are eventually borne by all of society. For very large
investors, the concept of Universal Ownership compels them
to explicitly recognise all externalities as costs generated by
one company borne by other parts of the economy; ultimately
affecting the investor (and all of their investments). Some
examples include: carbon pricing; pollution and water
regulations; the Fukushima disaster’s cost on Japan’s energy
policy; etc. While each company may bear a small portion of
the total cost, losing sight of the total cost would miss one of
the key drivers of a company’s potential liability.

The elegant simplicity and consistency of this perspective is
that ESG and good investing are two sides of the same coin.
Investing in a quality company requires good financial and ESG
analysis to understand the total enterprise. Let’s look at the
truth of the connection between ESG and value creation.
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Some say the connection comes from performance, i.e. better
ESG companies create more value. Some say the connection
comes from the risks of bad ESG, which leads to value
destruction. Some say there are many opportunities for
companies to exploit by assisting to solve the problems of
society. Others might quietly point to peer pressure and to an
industry-wide chorus for compliance versus risking losing
institutional business. These answers, while arguably all true,
are not necessarily complete and may contain a degree of
cynicism.

If we replace “ESG” with “speak the truth” or “honesty”, do we
act truthfully to earn trust because it leads to better
performance, avoid value destruction, and retain business? No.
We do it because it’s the right thing to do. In the same vein,
ESG is the right thing to do.

An analogy can be drawn between the above, and a good risk
management and compliance culture. Our investment
solutions are consistent with good risk management and good
compliance, but we don‘t label them as such. In the same vein,
while we employ teams of risk and compliance specialists to
support these important functions, the fund manager still
owns and cannot delegate these basic responsibilities.

That's why, in our view, it's less important to establish
empirical proof that practicing ESG leads to positive
outperformance, than to simply incorporate it into our
processes and know that the Principles for Responsible
Investing underpin all that we do. Demanding an explicit and
proven financial reward for doing something that's
fundamentally the right thing to do is to under-appreciate the
value of doing the right thing in the first place.

Nikko Asset Management'’s approach

Our best current thinking is that the implementation of ESG is
an on-going journey, rather than a one-time event. First and
foremost, our managers share the beliefs and we practice what
we preach. As one of the first signatories to the PRI, we have
pledged to adhere to the six stated principles, which also form
the core of our own Policy Statement. Our behaviour is
consistent with our words.

Lastly, our focus should be on continual integration of those
principles and best practices into our investment processes.
Sustainable and responsible investing is no longer a niche
sector. ESG is mainstream investing, consistent with and
integral to being a good fiduciary. All of our investment
strategies bear the ESG seal of quality standard. Certain clients
want ESG-focused strategies, which for us are little different to
our main strategies, as they all are ESG-focused. There will also
be clients who want to focus on certain factors or achieve
certain social outcomes with their investment capital. For
these opportunities, we tailor investment solutions, either
active or passive, from our global investment teams’
capabilities.
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Many institutions are looking for an ESG stamp of approval

from their assets and asset managers, because their
constituents are pressuring the investment boards to be “good”
capitalists. As long-term owners of enterprises, we believe that
ESG is well supported by sound economic theories (e.g.
principal-agency and externalities) and that being a good
capitalist actually turns out to be good business.

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 investment advice or a personal
recommendation and it does not consider in any way the suitability or
appropriateness of the subject matter for the individual
circumstances of any recipient.

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 material 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 stocks, 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/Japan Securities Dealers Association.

United Kingdom and rest of Europe: 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 Financial
Conduct Authority (the FCA) in the United Kingdom (the FCA Rules).

This document is communicated by Nikko Asset Management Europe
Ltd, which is authorised and regulated in the United Kingdom by the
FCA (122084). It is directed only at (a) investment professionals falling
within article 19 of the Financial Services and Markets Act 2000
(Financial Promotions) Order 2005, (as amended) (the Order) (b)
certain high net worth entities within the meaning of article 49 of the
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Order and (c) persons to whom this document may otherwise lawfully
be communicated (all such persons being referred to as relevant
persons) and is only available to such persons and any investment
activity to which it relates will only be engaged in with such persons.

United States: 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. This document should not be regarded as
investment advice. 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 only with no
consideration given to the specific investment objective, financial
situation and particular needs of any specific person. You should seek
advice from a financial adviser before making any investment. In the
event that you choose not to do so, you should consider whether the
investment selected is suitable for you. Nikko Asset Management Asia
Limited is a regulated entity in Singapore.

Hong Kong: This document is for information only with no
consideration given to the specific investment objective, financial
situation and particular needs of any specific person. You should seek
advice from a financial adviser before making any investment. In the
event that you choose not to do so, you should consider whether the
investment selected is suitable for you. 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.

Australia: Nikko AM Limited ABN 99 003 376 252 (Nikko AM
Australia) is responsible for the distribution of this information in
Australia. Nikko AM Australia holds Australian Financial Services
Licence No. 237563 and is part of the Nikko AM Group. This material
and any offer to provide financial services are for information
purposes only. This material does not take into account the objectives,
financial situation or needs of any individual and is not intended to
constitute personal advice, nor can it be relied upon as such. This
material is intended for, and can only be provided and made available
to, persons who are regarded as Wholesale Clients for the purposes of
section 761G of the Corporations Act 2001 (Cth) and must not be
made available or passed on to persons who are regarded as Retail
Clients for the purposes of this Act. If you are in any doubt about any
of the contents, you should obtain independent professional advice.

New Zealand: Nikko Asset Management New Zealand Limited
(Company No. 606057, FSP22562) is the licensed Investment Manager
of Nikko AM NZ Investment Scheme and the Nikko AM NZ Wholesale
Investment Scheme.

This material is for the use of researchers, financial advisers and
wholesale investors (in accordance with Schedule 1, Clause 3 of the
Financial Markets Conduct Act 2013 in New Zealand). This material
has been prepared without taking into account a potential investor’s
objectives, financial situation or needs and is not intended to
constitute personal financial advice, and must not be relied on as
such. Recipients of this material, who are not wholesale investors, or
the named client, or their duly appointed agent, should consult an
Authorised Financial Adviser and the relevant Product Disclosure
Statement or Fund Fact Sheet (available on our
websitewww.nikkoam.co.nz).

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.
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Kuwait: This document is not for general circulation to the publicin
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 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 Bank
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
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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.
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