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The global markets surged in 2020 despite the COVID-19 pandemic. While
we expect the liquidity-driven rise to continue for a while, we should be
prepared for the tide to eventually turn. We identify Japanese industries,
notably “Delta ESG” stocks, that could become sources of alpha in the post-
pandemic world.
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Introduction

Despite the COVID-19 pandemic, we witnessed an impressive bull run by the global
equity markets in 2020 thanks to a combination of powerful fiscal stimulus, low interest
rates and unprecedented quantitative easing. The Japanese market was no exception
with the Nikkei Stock Average soaring to a near three-decade high in December 2020.
Looking toward 2021 and beyond, however, we must keep in mind that this classic
example of a liquidity-driven rally will eventually end as coronavirus vaccines are
developed and rolled out, reducing the need for generous fiscal and monetary stimulus.
We believe that once this liquidity-driven rally runs its course, industries affected by
policies pertaining to climate change and green energy will become sources of alpha in
Japan as the country attempts to make a fundamental shift in its energy policy. Staying
invested in the market is key; however, during such a fundamental shift the diversification
of exposure will be increasingly important, in our view.

Winds of change and potential sources of alpha

Joe Biden'’s US presidential election win in November 2020 is likely to either cause a major
change, or facilitate initiatives already taking place, in energy policies around the world.
Biden is expected to reverse Donald Trump’s environmental and climate policies when he
takes office in January. Fighting climate change and protecting the environment will once
again become important agendas for Washington and re-joining the Paris climate accord
is likely to be one of its first steps under Biden. A major shift in US environmental and
energy policy will have a profound impact on the rest of the world, including Japan.

Joining a list of countries pledging to counter climate change, Japan in October 2020
announced its goal of becoming carbon neutral by 2050. This is a very challenging goal.
Japan now sees a massive shift to hydrogen as necessary if it wants to achieve such an
ambitious climate target. Against such a backdrop, industries linked to hydrogen are
poised to become providers of alpha, in our view. The first would be the providers of so-
called clean energy, notably those linked to solar and wind power that can generate the
vast amounts of electricity required to produce hydrogen.
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The second, perhaps less obvious, industries are those that will be required to cut carbon
dioxide emissions as Japan tries to become carbon neutral. These include manufacturers
of chemicals, machinery and steel and can be referred as “Delta ESG ( A ESG)” entities—
companies that are currently major emitters of CO2 but have room to develop and
improve ESG practices. Such stocks are expected to offer returns if they embrace new
environmental rules, especially given low valuation. For example, steel manufacturers,
which alone account to 42% of CO2 emitted by Japanese companies, are positioned to
adopt new technology that could benefit their bottom line in the long term (Chart 1).

Chart 1: CO2 emissions by industries in Japan
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Source: National Institute for Environmental Studies, fiscal year 2019 (preliminary figures)

Two main sources of alpha to be derived from AESG: Cyclicals and
technologies that contribute to the carbon neutral initiative

The Delta ESG industries—chemical, machinery and steel—are cyclicals, which could have
important implications. Cyclicals are closely associated with value stocks, which lost out
significantly to growth stocks during the pandemic as ample liquidity flowed into growth
sectors such as technology and healthcare. Value stocks have also been on the back foot
as they are sensitive to economic cycles and most economies have experienced
downturns during the pandemic.

The rollout of vaccines, however, could change the flow of funds in the equity market.
Economic conditions will improve if the vaccines succeed in containing the coronavirus,
and more money will potentially flow to value stocks, especially Delta ESG-related
companies.

In addition, we also expect new and disruptive technologies to become contributors to
Japan’s attainment of the carbon neutral goal. For instance, Japanese companies have an
abundance of advanced technology related to hydrogen energy, including those linked
to automobiles. Japan is also competitive in the area of power-saving semiconductor
technology, which can significantly reduce carbon emission from all technology devices.
According intellectual property research company astamuse, in 2018 Japan filed roughly
15,000 international patents related to decarbonization,1.7 times the amount of second-
ranked US. Japan has taken the top place for 10 straight years since 2009; Japan has also
filed the most international patents related to hydrogen energy since 2001."

The equity market is currently supported by low interest rates and ample liquidity.
Without these elements the market is likely to lose momentum, and the key will be
identifying stocks that could potentially gain despite the market sentiment, such as those
associated with Delta ESG and more specifically, carbon neutral-related shares.

" Source: Nikkei

For sophisticated investors only ¢ en.nikkoam.com 2



Beyond the pandemic: Identifying sources of alpha in Japan
|

Summary: Significant upside potential in Japan equities

Foreign investors are main participants in the Japanese equity market; they are the
dominant players generating 60% to 70% of daily volume on the Tokyo Stock Exchange.
Buying of Japanese equities by foreign investors have declined steadily since their
purchases hit a peak of 20.8 trillion yen in 2015 during the height of the “Abenomics” era.
The buying dropped further during the pandemic, with cumulative purchases of Japanese
equities by foreign investors falling to 2.8 trillion yen at the end of October 2020.
However, the situation appears to be changing amid the vaccine developments, with
foreign investors turning massive net buyers of Japanese equities in November 2020 for
the first time in several months.

When global economies do eventually recover from pandemic-caused downturns, we
expect foreign investors to reconsider their stance on Japan. Seeing that Japan is the most
sensitive to economic cycles among the major economies, with the highest proportion of
cyclical stocks compared to the US and the EU (Chart 2), we expect foreign investors to
increase their allocation to Japan. When they were sellers of Japanese equities, their sales
were absorbed by corporate buy-backs and the Bank of Japan’s ETF purchases. Purchases
of Japanese equities from these two sources are expected to top JPY 10 trillion going
forward. Therefore, the market’s supply-demand conditions will improve further once
foreign investors return as the main buyers.

Chart 2: Sector breakdown by country and region
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Source: SMBC Nikko Securities

Another source of support for Japanese equities is Japan’s proximity to China. The world’s
second biggest economy has seemingly recovered from the COVID-19 shock. To enhance
key technologies, in May 2020 the National People’s Congress allowed for RMB 17 trillion
(USD2.6 trillion) to be invested by 2025 so that China can boost infrastructure in areas
such as 5G and data centres. Economic activity of such scale is expected to generate
demand that benefit Japanese businesses as well.

In November 2020, 15 Asian countries representing 30% of the world population and GDP
signed the Regional Comprehensive Economic Partnership Agreement (RCEPA). The
agreement will eventually eliminate up to 90% of the tariffs on imports between its
signatories. This is the first multi-lateral trade treaty between China, Japan and South
Korea; the deal will definitely expand trade between Japan and China, in contrast to trade
between the US and China.

In sum, unprecedented monetary policies by the world’s central banks will keep boosting
the market for some time to come. It is important to stay invested in the market at the
moment given the liquidity-driven conditions. However, diversification—such as holding
ESG-related shares against technology shares and also holding Japan, China and Asia-
focused shares against US-focused shares—will be key as, although we will never know
exactly when the tide will eventually turn, this liquidity-driven rally will draw to a close, in
our view.
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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 and rest of Europe: 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.

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.

Australia: This document is issued in Australia by Nikko AM Limited (ABN 99 003 376 252, AFSL 237563).
It is for the use of wholesale clients, researchers, licensed financial advisers and their authorised
representatives only.

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
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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 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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