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Summary

In June 2017, MSCIl announced the inclusion of China ‘A’
shares into its key Emerging Markets and World indices.
Come August 2018, the ‘A’ shares market will account for a
symbolic 0.7 per cent and 0.1 per cent of both benchmarks
respectively. We believe this representation is a drop in the
ocean compared to the actual size of China’s domestic
stock market. We explain why we think China is currently
under-represented and the country’s potential if it were to
be fairly accounted for.

1. MSCl is slated to initially include 222 stocks worth a
market capitalisation (market cap) of USD 34.85bn,
after adjusting for a foreign inclusion factor (FIF) and
index inclusion factor (lIF). Before adjustments, total full
market cap would have been worth USD 3.8trn.

2. Four key factors that could lead to a greater
representation of China in the indices include: raising
the IIF by the MSCI, including China mid-caps into its
index, successful implementation of financial reforms
which could boost the FIF and adding other stocks
within the broader Shanghai and Shenzhen exchanges
into the MSCl indices.

3. Given the above factors, China has the potential to
grow its included market cap in the MSCI from
USD 697bn to USD 6.4trn. The country could
potentially in time become the 2nd largest weighting
in the Index.

1. MSCl, as at June 2017

Overview

Investors today are used to designing and managing portfolios
of Asia ex-Japan or even Asia-Pacific ex-Japan stocks. But
imagine a day when Asia ex-China portfolios are the norm. We
think this is not too far-fetched an idea.

The inclusion of China ‘A’ shares in the MSCI EM Index and
broader MSCI AC World Index was met with a lukewarm
response by investors, who pointed to the country’s small
representation in the benchmarks. But we think this misses the
point and argue that China’s MSCl inclusion helps to not only
boost China’s creditability as a global economic power, but
also helps to increase global fund inflows into the domestic
market.

It is also a wake-up call for investors to re-think their strategy
towards an economy that is now the world’s second largest.
China’s growth has been significant over the past decade, but
historically China’s small weighting means that global
investors had dismissed its value add. However, we believe
that China will one day — and very quickly — represent a large
proportion of investment benchmarks in a way that investors
will no longer be able to ignore.

How MSCl includes China ‘A’ shares in its
index calculations

The MSCl inclusion of China ‘A’ shares into its emerging market
(EM) and World indices entails adding 222 large cap stocks,
which have a total full market cap of USD 3.8trn'. However, it
only takes into account USD 697bn in what they call ‘foreign
inclusion factor-adjusted’ (FIF) market cap. In some ways, this is
like a discount for issues, such as foreign ownership limits that
China imposes on some sectors of its economy and stocks. On
top of that, it applies another discount - including only 5 per
cent in what it calls partial ‘index inclusion factor’ (IIF) on the
USD 697bn market cap. This is ostensibly due to the fact that
China still has some way to go in its financial reform, its strict
capital controls, and the barriers that foreign investors still face
in accessing the market.

By the time the inclusion is fully implemented in August 2018,
China ‘A’ shares will account for just 0.7 per cent of the MSCI
EM Index and 0.1 per cent in the wider MSCI AC World Index?.

2. To be clear, China ‘A’ shares should not be confused with China ‘H’ shares, which are China companies listed in Hong Kong, freely accessible to international

investors and already well represented in the EM index.
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Chart 1: China’s representation in MSCl indices
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China’s roadmap to greater inclusion

We think the double discount imposed on China unfairly
penalises it and results in an under-representation of the
domestic market. We strongly believe that the 5 per cent
inclusion factor for China ‘A" shares can and will be raised
speedily to 100 per cent by MSCI, just as it is currently for
Taiwan, Korea, Japan, Singapore and even for most Chinese
companies listed in Hong Kong and USA. Both Korea and
Taiwan have significant weights in the MSCI EM index, at 15
per cent and 12 per cent respectively, despite their smaller
economies and stocks, and charted their paths to full index
inclusion in less than seven years. Simply raising China’s index
inclusion factor from 5 per cent to 100 per cent has the
potential to increase the ‘A’ shares’ weight by 20 times - from
0.7 per cent in MSCI EM index to 14 per cent.

In the meantime, MSCI has highlighted several factors which, if
improved, could lead MSCI to rethink the discounts it ascribes
to China in due time:

e agreater alignment of the China ‘A’ share market with
international market accessibility standards

the resilience of its Stock Connect programme

the relaxation of daily trading limits

continued progress on trading suspensions

further loosening of restrictions on the creation of index-
linked investment vehicles.

Going forward, the discussions on the future inclusion
roadmap for China ‘A’ shares will centre on: 1) raising the index
inclusion factor that has been set at an ultra-low 5 per cent —
the lowest it has given to any country being introduced into its
indices for the first time; 2) including China mid-caps into its
index. We estimate that adding mid-cap stocks alone, using
MSCI’s stringent screening criteria, will almost double the
number of stocks being included from the current 222; 3)
should the positive momentum of financial reforms continue,
we could see a boost to FIF; and 4) we think the vast potential
of the market extends beyond the current MSCl universe

China A shares
0.73%

China A shares
0.83%

where the market cap it applies is a fraction of the universe of
stocks listed on the domestic Shanghai and Shenzhen
exchanges—where 3,500 stocks are listed with a total market
cap of USD 8.6trn.

Case studies of Korea and Taiwan - how
Korea took almost six years and Taiwan eight
years

In the case of Korea, its path to a 100 per cent inclusion factor
in the MSCI EM Index took seven years (1991-1998). From 20
per cent lIF in 1992 when the Korea Stock Exchange (KSE)
opened all certified securities houses to foreigners, to 50 per
cent lIF in 1996, when the market showed continued progress
towards financial liberalisation and market opening, Korea
finally got a 100 per cent IIF in 1998 even though it only
abolished foreign investment ceilings in 1998. Korea’'s market
liberalisation was spurred by the Asian Financial Crisis when it
was required to open up its financial sector in exchange for
funds from the International Monetary Fund (IMF).

For Taiwan, the path to full inclusion in the MSCI EM Index took
almost eight years (1996-2004). Its inclusion factor at 50 per
cent started in mid-1996 when the market allowed investment
by all foreign investors with an aggregate foreign limit of 10
per cent, to 80 per cent IIF in 2000 when foreign limits were
fully abolished and finally to 100 per cent IIF in 2004 when QFlI
(Qualified Foreign Institutional Investor) regulations were
eased. The Asian Financial Crisis took its toll on Taiwan’s stock
market, but its export-driven economy flourished with the help
of huge US dollar inflows. Its push for market liberalisation
came from a progressive and proactive Taiwanese government
that was keen to thrust the territory onto the world’s financial
stage.

We believe this could be a similar playbook for China given its
progress in opening up its financial markets, which have
accelerated in the last three years.
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The China playbook for full index inclusion

We believe that the China playbook for full index inclusion has
all the parts of Korea and Taiwan and will conclude at a faster
pace. The stage has already been set with market liberalisation
gathering pace.

China’s first act towards market liberalisation in recent years
started in 2014 when it raised the foreign ownership limit from
20 per cent to 30 per cent and launched the Shanghai Stock
Connect programme. China has already started implementing
some liberalisation of its currency through the renminbi (RMB)
offshore trading programs in various countries most notably in
Hong Kong since 2004 but accelerating in recent years.

The International Monetary Fund (IMF) added the RMB to its
special drawing rights (SDR) basket of currencies in 2016,
which is testament to the integration of China’s financial
market into international finance. China’s commitment to
liberalisation resulted in the Shenzhen Stock Connect in
December 2016 and Northbound Bond Connect in July 2017.
The recent expansion of the Stock Connect programme, which
allows international institutional investors more flexible access
than the restrictive QFII> and RQFII regimes, was billed as a
game changer for market opening of China ‘A’ shares. Further
steps to open its financial sector were announced in
November last year (2016) with foreign ownership limits in
financial institutions being raised significantly and in some
subsectors, i.e. asset management, removed completely.

We believe the next steps in its liberalisation will include an
approval-based IPO process, a full 2-way Bond Connect
programme, further RMB internationalisation and full removal
of foreign ownership limits. More coherent and integrated
policies will also be enacted with the formation of a Financial
Stability and Development Committee acting as a ‘super-
regulator’.

We think the speed of reform will drive China’s move towards
100 per cent MSCl index inclusion at a pace quicker than that
for Taiwan and Korea. This is aided by China’s two unique
factors: its sheer size and its command economy that can see
things decided and implemented quickly. Although its size is
massive and has been a hindrance in heavier weighting
inclusion for global investors worried about its disruptive
impact, we believe that the eventual smooth implementation
in 2018 will accelerate its full inclusion. It is likely to start slow
but speed up due to its importance.
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Chart 2: China’s roadmap for full index inclusion

MSCI inclusion factor (in MSCI EM Index)

Source: MSCI, Goldman Sachs Global Investment Research
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3. QFll refers to Qualified Foreign Institutional Investors and RQFII refers to RMB Qualified Foreign Institutional Investors
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Inclusion of mid-caps to further boost
universe

Beyond raising the index inclusion factor that can easily
increase China ‘A’ shares’ weight in the MSCI EM index by 20
times, we believe the addition of mid-cap stocks will be an
imminent next step on the index provider's future inclusion
roadmap. This will quickly double the number of stocks being
included in the EM index.

MSCI currently has a China ‘A’ International Index consisting of
459 stocks, 195 of which are mid-cap stocks. Using the index
provider’s stringent criteria, these mid-cap stocks which, have
a full company market cap of USD 1.0trn, can be whittled
down to USD 280bn in “foreign inclusion factor-adjusted’
market cap. Assuming that these 195 mid-cap ‘A’ shares are
added to the EM index, this will enlarge the universe from 222
large-cap stocks to 417 stocks. Correspondingly, with 100 per
cent index inclusion (instead of MSCI’s current 5 per cent IIF),
the adjusted market cap will rise from USD 697bn for the large-
caps only to a total of USD 977bn (including mid-caps).

Closing the gap between China’s actual and
applied market cap

If the potential for close to USD 1trn market cap of stocks does
not make investors sit up and take notice, we wish to point out
that this number is only a fraction of the actual full market cap
of the named stocks. The MSCI EM is a free float adjusted
market cap weighted index. A FIF is applied based on the
foreign ownership limits that a country or equity market
imposes on stocks in certain sectors. For example, the USD
697bn applied to the 222 stocks being included in the EM
index only account for less than 20% of their full market cap of
USD 3.8trn based on their free float.

In November 2017 China announced plans to open up its
financial sector by raising foreign ownership of securities,
funds management and futures trading joint ventures to 51
per cent and removing all limits after three years. The 20 per
cent ceiling on foreign ownership of Chinese banks and
financial asset management companies, and 25 per cent limit
on total holdings in the same, would also be ended. Foreign
ownership of insurance joint ventures would be lifted to 51 per
cent in three years and removed entirely after five years.

Given that China has already made clear its intention to
remove the ceiling on foreign ownership of its domestic
companies, we think MSCl's FIF adjustments, which assume a
30 per cent foreign ownership limit, will also be removed in
due time to reflect the full market value of the stocks. We
recognise the heavy weighting of state-owned enterprise in
China and the low free float but believe that over time, its
development will be similar to Singapore where free float will
increase. As such, we estimate that the impact of this will be to
raise the market cap of eligible China ‘A’ shares - both large-
cap and mid-cap - from almost USD 1trn to USD 4.8trn.
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Chart 3: Huge gap between China’s actual and
applied market cap

7000 I

Weight in MXWD |
SZ/SHCOMP

: NEEEE
tn

Bei [ MsCA I
Mid Caps
1.0tn

6000 i | Other

5000

4000

L
3000
2000
1000 I
0 .

Full Market Cap

USD bn

All-in Adj Market Cap

FIF Market Cap
BEMXCNAProv. EMMXCN (Curr) ®mMXKR EMXTW EMXJP

Source: MSCI, 2017

Looking beyond the ‘A’ share universe

Beyond the MSCI universe of large and mid-cap stocks in its
current China ‘A’ International Index, we think there is even
further potential for investing in the domestic market. There
are more than 3,500 stocks listed on the two domestic
exchanges of Shenzhen and Shanghai with a combined market
cap of USD 8.6trn. To be fair, some of these stocks are not
investible by institutional investors due to their small size,
illiquidity, trading suspensions or other undesirable factors.

From our screening of domestic listed companies eligible for
Stock Connect, with a market cap of more than USD 3bn and
not already in the provisional MSCl index, we short-listed
another 283 stocks that could be potential inclusion
candidates. The full market cap of these companies totals USD
1.6trn and after taking into account the lower of 30 per cent
ownership or free float percentage, the adjusted market cap is
at least another USD 400bn that could be added.

Chart 4: Potential outside of MSCI China ‘A’ International Index
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China ‘A’ shares offer greater direct exposure
to domestic trends

While international investors are familiar with and have direct
access to the offshore China equities or China ‘H’ shares, most
have limited understanding of the domestic ‘A’ share market,
which has its own internal dynamics. China ‘H’ shares, which
are Chinese companies listed in Hong Kong and freely
accessible, currently make up about 28 per cent of the MSCI
Emerging Market Index.

The composition of sectors in the EM index will change with
the inclusion of China ‘A’ shares as the domestic stock market
is more representative with China’s transitioning economy. For
instance, consumer and other domestic-led companies, such
as financials, industrials and healthcare, form a bigger part of
the China ‘A’ share index while energy and technology
hardware sectors have a smaller representation.

This will address a long-standing frustration of investors who
bemoan the disconnect between economic data and market
representation. A burgeoning middle-income population,
increasingly flexing its consumer power, has been propelling
the economy. But this is rarely reflected in the performance of
the offshore market. Hence the inclusion of China ‘A’ shares
will offer greater direct exposure to domestic structural trends
in China.

Chart 5: Sector breakdown within China ‘A’ shares
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China’s index weight could surpass Japan

Given the sheer size of the China domestic market, which by
our estimate totals USD 6.4trn (including only Shenzhen and
Shanghai Stock Exchange but not China companies in the
Hong Kong Stock Exchange) we think that in time, China’s total
weight in the global MSCI World index (at 2.9 per cent) could
top that of Japan. Japan’s weight in the index is 7.8 per cent
and its total market cap is lower at less than USD 5trn.

It is thus not an unthinkable proposition that in time, an Asia
ex-Japan ex-China index could be a norm with the depth and
importance of the China market warranting its own dedicated
investment strategy and investment team. China’s market
liberalisation is a structural force that will gather speed and its
inclusion in MSCl's EM and World indices is a harbinger of the
vast investment opportunities available. Given that China has
been ignored and likely underweight in most global investors’
portfolios, investors need to recalibrate their China exposures
and strategy to take advantage of these trends or risk being
left behind.

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
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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
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.
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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
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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
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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.
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