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\J CANDRIAM s Candriam Investors Group (“Candriam”) is a lead-

imuwsirees meous S ing pan-European multi-specialist asset manager

R osmme sore cnwrsus o with a 20-year track record and a team of 500 expe-
rlenced professmnals Managing about €96.6 billion AUM at the end of June
2016, Candriam has established management centres in Luxembourg, Paris,
Brussels and London, and has experienced client relationship managers cov-
ering Continental Europe, the UK, the Middle East, the USA and Australia. Its
investment solutions cover five key areas: fixed income, equities, alternatives,
sustainable investments and advanced asset allocation. Through convic-
tion-driven investment solutions, Candriam has earned a reputation for deliv-
ering innovation and strong performance to a long-standing, diversified client
base in over 20 countries.

chl‘{]ﬂ Degroof Petercam Institutional Asset Management, DPAM, is a leading indepenq-
Petercam ent Brussels based asset management firm with a long-standing reputation. It is

wholly owned by the independent and renowned Degroof Petercam Group, whose

history dates back to 1871. The strong commitment of the historical family shareholdership has ensured
essential resources to make up for the stability of the Group. DPAM boasts a consistent and solid long term
track record. It was born out of the merger between Petercam Institutional Asset Management and Degroof
Fund Management Company, two investment firms with a solid reputation and combined expertise of over 140
years. DPAM manages funds and mandates on behalf of institutional end investors across Europe, and offers
its expertise through a network of over 400 distribution partners. #

Mirova offers a global responsible investing approach involving Equities, Fixed Income, n I | rova
General and Renewable Energy Infrastructure, Impact Investing, and Voting and i et
Engagement. It has €6 billion in assets under management and €40 billion in Voting and

Engagement. Its team of circa 60 multidisciplinary experts include specialists in thematic investment man-
agement, engineers, both financial and environmental, social and governance analysts, project financing spe-
cialists and experts in solidarity finance.

!\Iorgheljn Trus§ is a leadlng' provider of. asset servicing & asset management to —‘i‘— NORTHERN
institutional clients worldwide. Our business is segmented by market, to ensure W TRUST

deep client understanding and appropriate servicing. Our worldwide client base

includes superannuation funds, private pensions (corporations), public pensions (local governments), multi-
national pensions, investment managers, insurance companies, foundations, endowments, healthcare organ-
izations, monetary authorities/central banks, and supranational organizations. Based in Chicago, Northern
Trust has offices in 19 U.S. states, Washington D.C. and 25 international offices in Canada, Europe, the Middle
East, Australia and the Asia region. For more than 125 years, Northern Trust has earned distinctions as an
industry leader in combining exceptional service and expertise with innovative products and technology.
Northern Trust Asset Management has been a proud signatory of the UNPRI since 2009.

oo Incorporated in 1971, OFI AM is one of the most important French asset manage-
lp Management ment companies with almost €67 billion in assets under management at end of
June 2016. It also ranks 4th among French SRI managers. OFl Asset Management

is backed by two large institutional groups, Macif and Matmut, that provide a solid shareholder base and is
anchored in the social economy through partnerships with members of the French mutual insurance bodies.
Discretionary and mutual fund management make up the heart of its activity, around which complementary
services are provided. Investment management expertise covers all major asset classes, management styles
and geographical areas.
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. Etica SGR is an Italian asset management company of
'E Et ":a S'E H ’ Banca Popolare Etica Group. Since 2003 the company
Feesn Ie- Fusi-w Boee has been developing, promoting and managing exclu-
sively socially responsible investments with the goal of “representing ethical values
among the financial markets, making financial players aware of SRI and CSR values.”
(Art. 4 Etica Sgr articles of association). The Company promotes and manages five mutual
investment funds with different risk profiles, available for both retail and institutional
clients, and it offers consultancy services dedicated to institutional investors wishing
to improve the social and environmental impact of their portfolios. Through its share-
holder engagement activity, Etica Sgr actively exercises voting rights associated with
ownership of the securities in which the funds invest, voting and participating at share-
holders’ meetings with the aim of helping the company to achieve an increasingly sus-
tainable conduct. The processes of ESG analysis and shareholder engagement regard-
ing the funds and the consultancy service are certified in accordance with the EN 1SO
9001:2008 Quality Management System. Etica Sgr is signatory of the UN Principles for
Responsible Investment (PRI) since 2009.
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Foreword from Bob Eccles
Robert G. Eccles, Chairman Arabesque Partners

Robert G. Eccles

In this seventh highly useful EUROSIF study we see strong
and continuing growth in sustainable and responsible
investment (SRI). The Foreword by Flavia Micilotta and
Will Oulton provides an excellent overview of the results
of the latest survey. Notable findings include the shift
in SRI assets from equities to fixed income (driven by
the growth in the issuance of Green Bonds), the growing
interest of retail investors (although the growth in assets
is still largely driven by the institutional market), and
strong growth in Engagement and Voting which provides
evidence of the increasing relevance of stewardship.
And while Micilotta rightly notes that the belief that ESG
integration hurts financial performance has largely been
debunked, she also notes the difficulty of establishing
categories for ESG integration.

It is on this subject that | would like to focus my remarks.
While | think such a classification system would be
very useful, I'm doubtful that it will ever be achieved.
Reaching such a universal social consensus would be
virtually impossible. Consider the wide variation in
language and meaning that still exists in the corporate
world where “sustainability” has been a topic of general
interest for many more years than in the investment
community. “Sustainability” means different things to
different people. My position here is to say “I can only
say what it means to me.” | then go on to distinguish
between a “sustainable strategy,” defined as one which
enables a company to create value of the long term while

contributing to a sustainable society, and a “sustaina-
bility strategy”, which is a set of programs directed to
particular stakeholders. The former focuses on material
issues. The latter focuses on socially significant issues,
interests of civil society as represented by some group,
such as an NGO or set of NGOs. Some subset of socially
significant issues are material (which belong in an inte-
grated report), but not all of them (those belonging in a
sustainability report).

Similarly, some people use the terms “sustainability”
and “corporate social responsibility (also called corpo-
rate responsibility)” interchangeably while others see
them as different things. Variations exist across coun-
tries (e.g., CSR is still the preferred term in China). And
there are yet more terms, often associated with a par-
ticular report, like “corporate citizenship.” In corporate
citizenship, the lines are often blurred between sustain-
ability/CSR and philanthropy. Little wonder that no con-
sensus has emerged—or ever will—on the meanings of
these terms.

In the investor world, the general term of “Socially
Responsible Investing,” which has probably been around
as long as CSR/sustainability, has been subdivided into
concepts such as exclusions (basically the origins of SRI
based on values), impact investing (some people see
this as associated with sub-market returns but others
want both impact and performance to be considered),



sustainability-themed investments (relatively new),
norms-based screening (also relatively new), and ESG
quant (where sustainability performance is one part of
a quantitative model that includes many other factors).
The term “ESG integration” is gaining popularity but is
as much about upgrading the methodologies for “tra-
ditional investing” to include ESG factors as it is a new
term for SRI.

So what should be done? Should we simply throw up
our hands and just accept a certain “Tower of Babylon”
quality to the SRI world? No, | think this is too easy and
too lazy an answer. The core issue, at least for me, is
whether investors think ESG issues (the material ones,
not all of them) are important for investment decisions.
While there is mounting evidence that they are related
to performance, this is still a decision that ultimately
rests with fund fiduciaries. The trend, as Micilotta notes,
is clearly one of fiduciary duty being interpreted as
requiring ESG integration but, as yet, there are no hard
laws on this subject. The current state of the world is
more that it is allowed but not required.

Fund fiduciaries should publicly declare whether they
support ESG integration or not. This is similar to the idea
of a company board level. If they do not, the whole sub-
ject of SRI is irrelevant. But if they do support ESG inte-
gration, they then need to go further and explain exactly

what this means for them. Whether the strategy is one
of exclusions, impact investing, sustainability-themed
investments, norms-based screening, or whatever new
concepts emerge (as they are bound to do), the fund’s
fiduciaries should simply provide an explicit definition
of what each term means for them. In this context, they
should also explain how this determines their definition
of “stewardship” and what this means for their engage-
ment activities and voting policies.

This isn't a lot to ask for. It is a simple request that fidu-
ciaries be clear in their own minds about the meaning
of the terms they and their fund manager are using. If
nothing else, this will establish fund-level clarity. But,
dare | hope, this might even eventually lead to a broad
social consensus, something I've declared impossible.
With explicit meanings being given, it will be possible
to see if a consensus is building for a particular term
and fiduciaries can judge their definitions in the light
of others.

This may or may not happen, but it is less important
than making ESG integration core to all investing. Doing
so will improve long-term returns for beneficiaries, act
as a powerful force for ESG integration by companies,
and enable the capital markets to contribute to a more
sustainable society.
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Foreword from Eurosif President and Executive Director

Welcome to the 7th edition of the Eurosif SRI Study. This
year, we invite our readers to once more explore the
trends and developments in sustainable and responsi-
ble investment (SRI) across Europe. In addition to cap-
turing the trends and factors driving change, this Study
also explores the fundamental issues behind these
dynamics in greater detail for the first time. The Study
provides evidence that SRI continues to develop as an
important part of the European financial landscape.

Reading this Study in 2016 seems particularly relevant,
considering the many strategic and meaningful events
that continue to build up and shape the world. These
events are part of the positive trends registered by SRI
in Europe throughout many EU member states. Last
December, COP 21 set in motion a series of events which
have continued to spur change and introduce an unde-
niably positive domino effect. The Green Bond market
breaking through a $150 billion barrier and with France
and Finland officially becoming the first States to issue
Green Bonds are just two examples of this.

Although it was certainly a catalyst for change, the Paris
Agreement was not the single most important event to
call for more sustainable finance and investments in
general. International decision-makers have joined the
long walk to sustainability inspired by the words of Mark
Carney about the financial stability risks derived from
climate change. Policy makers have already done much,
and continue to work to ensure sustainability, transpar-
ency and accountability become ingrained in our finan-
cial and social system. Over the course of the years, they
have recognized the extent to which sustainable finance
can help mold more sustainable economies.

As evidence of that, the European Commission has
launched some crucial consultations which have par-
ticularly marked our investor community. Let us focus

-

Eurosif’s Executive Director,
Flavia Micilotta

on two of the latest ones, specifically issued by DG Just
and DG Fisma on Long-term investment and on the
Non-binding guidelines relative to the Non-Financial
Disclosure Directive (2014/95/EU) respectively. Both
consultations are linked to the Capital Markets Union
Framework aimed at increasing market liquidity and
stimulate investments in Europe. Both underscore a
renewed role for investors and specifically SRI investors,
who continue to prove the relevance of transparency and
of incorporating Environmental Social and Governance
issues, in the evaluation of investment opportunities.
Transparency, long-term and sustainable investments
and accountability are only bywords for some key criteria
that determine the work of Eurosif and its members SIFs.
At the same time and under the Capital Markets Union,
they are also increasingly becoming the key parameters
European policy-makers use as basis to define their pol-
icy framework with a view to better connecting savings
to investment and to strengthen sources of financing for
retail as well as for institutional investors.

The current boom in Green Bonds highlights the consist-
ent growth in Impact Investing which we have witnessed
in the past few years or since the inception of this
approach. Pioneered by the European Investment Bank
(EIB) in 2007, the Green Bond market has now witnessed
significant levels of growth which have been instrumen-
talin highlighting the limits of climate finance. Similarly,
this growth has underscored the need for a higher degree
of clarification and harmonisation, and green bond issu-
ance is creating a framework within which bond markets
can become the instrument of a wider collective action
to push further the accountability of environmental
finance. This is an excellent sign and it helps speed up
the process of transformation that our economy should
be moving towards, although there is still a long way to
go before it reaches the scale needed to address climate
change and the other pressing environmental issues.

Eurosif ad-interim President,
Will Oulton



Executive Summary

This 2016 European SRI Study bears out the sustained
growth in SRI across different approaches. The data
collected for this Study, at the end of 2015, allowed us
to cover institutional and retail assets from 13 differ-
ent European markets. The methodology was modified
for some minor aspects, as a few simplifications were
brought to the SRI questionnaire; but the taxonomy
remains unchanged from 2012.

Some of the main growth trends highlighted in this
edition have built up consistently over the past years.
However, it is worth noting a number of interesting
shifts. Exclusions remains the dominant strategy at over
€10 trillion, covering 48% of the total of European pro-
fessionally managed assets'.

Meanwhile, Impact Investing is once again confirmed
as the fastest growing strategy with a growth of 385%.
Although the growth remains small in terms of assets,
it has made Impact Investing, once more, the most
dynamic and definitely the most promising approach
for investors. This year we featured a special focus sec-
tion on Green Bonds, which have characterized much of
the growth in the bond market in the last two years. In
2015, the total Green Bond issuance amounted to over
$40 billion2 At the time this Study went into printing the
Green Bond issuance had already reached $44 billion,
with a potential to reach $100 billion?, according to CBI
(Climate Bond Initiative) estimates.

Impact Investing is followed by Sustainability Themed
investments this year, with a remarkable growth of 146%.
France registers the most significant growth (+881% over
2013-2015), followed by Spain (with 264%). This marks a
significant change as this strategy registered the slowest
growth during last review, at 22.6%. Renewable Energy
and Energy Efficiency have been the top categories of
investment for this strategy, which have benefitted sig-
nificantly from an increasing awareness of the implica-
tions of climate change, as well as the impact that key
international events have had in the past two years.

Norms-based screening is the second biggest SRI
approach with over €5 trillion in AuM and a steady
growth rate of 40%, demonstrating a sustained growth
per annum of 31% since 2009. Typically this approach’s
main area of growth is the Nordics, but this year, France
leads the way with €2.6 trillion in AuM, confirming a
positive trend already reported in the previous Study.

Switzerland shows the biggest growth at 618% over the
last two years.

The increasing relevance in stewardship and the ever
more present debate around fiduciary duty, which con-
tinues at the European level, have given further impetus
to Engagement and Voting, which grew by 30%. The UK
continues to be the undisputed leader in this space with
a growth rate of 50% (2013-2015) and over €2.5 trillion in
total AuM. The significant policy drive for this strategy
is underscored by the debate around the Shareholders
Rights Directive (SRD), as part of the Commission’s action
plan to modernize corporate governance and increase
corporate transparency. The aim of the Directive is to
increase shareholders’ ability to demonstrate further
accountability and engagement - both characteristics
which underpin SRI.

In the 2014 Study, Eurosif attempted to devise ESG inte-
gration categories* to refine the framework around this
strategy and categorise the different approaches used
by asset managers. However, due to the many variables
around the features that influence integration and the
risk of overlap, we decided to discontinue the previous
methodology and consider the approach as a whole and
not on a country level.

Although institutional investors still lead the market, we
noticed with interest in this year's Study that the retail
sector is growing and going up from 3.40% to 22%, sig-
nalling an important shift in the industry and greater
focus on other categories of investors.

The asset allocation distribution registered a significant
decrease in equities, now at 30% of the total SRI assets
down from last year's 50% and in favour of a sharp
increase in bonds, now at 64% from the 40% registered
in December 2013. This rise correlated with the surge in
Green Bonds, underlining the climate concerns that were
intensified by events such as the Paris COP21 Agreement.

Qualitative questions were also included to address the
factors influencing investors’ demand for SRI and their
SRI strategies, as well as their perspectives on the legal
requirements on ESG disclosure. This year, we also asked
our respondents to explain the main limitations for their
SRI strategy work. Fiduciary duty considerations have
been recognised as a main driver for SRI, sending a very
strong message to policy makers. In the fiduciary duty




debate, fund managers have come to see ESG considera-
tions as part of their investment obligations in line with
their fiduciary duty.

Concerning the top challenges for SRI for investors, we
find that the top reason is linked to a theory that can
now be considered largely disproved. The concern that
integrating ESG factors in the investment strategy could
negatively affect returns is, to some extent, the flip side
of the fiduciary duty considerations that we find on the
top of the list of our drivers. Increased awareness on top-
ics such as climate change, brought by landmark events
such as COP21 have once again reminded the whole
investor community of the gravity of these environmen-
tal risks. These risks are so serious and pervasive that
fiduciaries have a duty to specifically consider the asso-
ciated financial risks. As highlighted in the eye-opening

report of the Advisory Scientific Committee group of the
European Systemic Risk Board (ESRB), “Too late, too sud-
den: transition to a low-carbon economy and systemic
risk”, published in February 2016° a late transition to a
low-carbon economy could have dire implications for
systemic risk.

At such interesting times, policy-makers have an oppor-
tunity to steer the international debate and send the
right messages to the investment community. The
Eurosif 2016 SRI Study reports on the development of
trends and dynamics and the direct correlation to the
ever changing European policy agenda, which continues
to shape the debate around finance and more sustaina-
ble economies. We have tried to capture the essence of
this change and provide a platform for discussion on the
most salient topics around SRI.



Survey definitions and methodology

Out of respect to the diverse cultural and historical
interpretations of the concept of SRI in the different
European member states, Eurosif and its constituency
have been working with more than just one set defini-
tion of SRI. However, in view of the many different policy
advancements at EU level, Eurosif's Board has recently
reached a consensus on a working definition of SRI
which could fit two main purposes:

Defining a high-level framework of what is meant by
SRI

Enabling policy-makers to have a clearer view of the
stakes which are part of Sustainable and Responsible
Investing

“Sustainable and Responsible Investment ("SRI”) is a
long-term oriented investment approach, which inte-
grates ESG factors in the research, analysis and selec-
tion process of securities within an investment portfo-
lio. It combines fundamental analysis and engagement
with an evaluation of ESG factors in order to better cap-
ture long term returns for investors, and to benefit soci-
ety by influencing the behaviour of companies.”

TABLE T

This definition was coined in the first half of 2016 to
reflect the change in governance and renewed mission
and purpose of Eurosif. The definition was not imposed
to shape this year's report but rather, it remains in line
with the original goal of the Study to cover any type of
investment process that combines the investors’ finan-
cial objectives with their concerns about Environmental,
Social and Governance (ESG) issues.

Even though a distinct lack of definitions still persists,
we have noticed a steady increase in SRI labels over
the years, signalling a pressing need to set definitions,
parameters and benchmarks. The aim is to bring trans-
parency, mainly to retail investors, by defining a set of
criteria which constitutes an SRI framework. An overview
of the various labels is available on page 49 of this Study.

As in past reviews, the 2016 Study tracks the metrics
relating to the applications of the different SRI strate-
gies as classified by Eurosif.

This review follows the classification of SRI approaches
introduced in 2012. The seven categories of strategies
identified in this Study are:

Growth of Sustainability Themed Investments by Country

GSIA-equivalent

PRI-equivalent

EFAMA-equivalent

Exclusion of
holdings from investment
universe

Norms-based screening

Negative/
exclusionary screening

Norms-based screening

Positive/
best-in-class screening

Best-in-Class
investment selection

Sustainability themed
investment

ESG integration

Engagement and voting on
sustainability matters

Sustainability-themed
investing
ESG integration

Corporate engagement and
shareholder action

Impact investing Impact/community

investing

Negative/
exclusionary screening

Norms-based screening

Positive/
best-in-class screening

Sustainability themed
investing

Integration of ESG issues
Active ownership and

Negative
screening or Exclusion

Norms based approach
(type of screening)
Best-in-Class

policy

(type of screening)
Thematic investment (type
of screening)

Engagement (voting)

engagement (three types):
Active ownership
Engagement

(Proxy) voting and
shareholder resolutions




1. Sustainability themed investments;

2. Best-in-Class investment selection;

3. Exclusion of holdings from investment universe;
4. Norms-based screening;

5. Integration of ESG factors in financial analysis;

6. Engagement and voting on sustainability matters;
7. Impact investing.

Although Eurosif's classification closely aligns with other
frameworks available to the industry, some underlying
details of each definition may display some variation®.

Aggregating SRI strategies

As the definitions of the SRI strategies become increas-
ingly distinct and delineated, it is easier to note a ten-
dency in the past to aggregate figures and approaches’.
In line with the methodological and definition evolution,
and in order to give a close representation of the legal
framework around SRI in the different European coun-
tries, the clear category split (as represented in table 1)
was set up. These SR strategies can be applied simulta-
neously and in a growing number of possible combina-
tions. One should therefore be cautious about adding
up the SRI strategies presented as part of the European
Data Table, as this would yield an amount larger than the
actual size of the European SRI market due to multiple
counting. In order to measure the size of each market
while taking into account combined strategies, Eurosif
asked survey participants directly for sums of SRI strat-
egies without counting overlaps. This approach ensures
that, if a fund combines two or more SRI strategies (for
instance, Best-in-class, Exclusions, Engagement and
Voting), they will be accounted for in each strategy but
only once in the final sums, to avoid multiple counting.

As in previous years, the Study covers professionally
managed SRI assets which are subject to one or more
of the SRI strategies included in our classification. It
attempts to capture both retail and institutional SRI
assets:

Managed by asset managers via pooled products,
both institutional or retail;

Managed by asset managers via separate accounts on
behalf of their institutional clients;

Managed internally by asset owners (self-managed
assets).

The European fund management and the financial sec-
tor in general, is a highly internationalised industry. SRI
funds can be domiciled in one country, managed in a
second and sold in a third, either within Europe or fur-
ther afield. As a result, defining national SRI markets is a

complex and challenging exercise. While fund managers
are rather easy to locate,® the final investors are not. For
this reason, and to remain consistent with the method-
ology of our previous SRI studies, we define a national
market by the country where the SRI assets are being
managed, i.e. where the SRI asset management team is
located.’ This means that the SRI assets are allocated to
a country based on the set up and location of the SRI
management team, rather than according to the loca-
tion of the client. Therefore, it is important to note that
this Study attempts to measure the size of the SRI asset
management markets, rather than the investment mar-
kets themselves.

The Study covers 13 distinct markets™: Austria, Belgium,
Denmark, Finland, France, Germany, Italy, Netherlands,
Poland, Spain, Sweden, Switzerland and the United
Kingdom.

Data collection and analysis

Data collection for this Study was conducted using an
Excel-based questionnaire including both quantitative
and qualitative questions, sent to key SRI market par-
ticipants including asset managers, banks and asset
owners (pension funds, universities, foundations, state-
owned players and insurance companies). Data was col-
lected from January to June 2016 from asset managers
and asset owners regarding their self-managed and
indirectly managed assets. The questionnaire was sent
out to market participants by the national SIFs or, where
relevant, by a partner at national level. For the Finnish
market and partly for the Belgian market", data collec-
tion was done directly by Eurosif with the support of
Forum Ethibel. Respondents were asked to report data
as of 31 December 2015. All financial figures are pre-
sented in millions of Euros (EUR m) unless otherwise
specified.

In total, 278 asset managers and asset owners with com-
bined assets under management (AuM) of € 15 trillion
participated in our survey, representing market cover-
age of 81%. In a limited number of cases where survey
responses from key industry players were not received,
Eurosif and the national SIFs were able to enhance the
data sample by using publicly available information.
Where this was not sufficient, a series of secondary
information was used®. Overall, we are confident that
our data sample represents the vast majority of SRI in
Europe.



As data collection is primarily based on our SRI market
participant survey, one important limitation of the Study
remains the fact that the figures are largely self-re-
ported. In the absence of an EU SRI framework, mar-
ket players in different countries might have different
understandings of SRI, its different shapes and forms,
as well as its application. In addition, as the SRI market
grows increasingly diversified and complex, often involv-
ing combinations of approaches, the risk of inconsist-
ency in measuring SRI across markets grows accordingly.

Therefore, before aggregating data from this survey,
Eurosif exercised due diligence on a best-effort basis to
ensure consistency within survey responses and across
countries. When inconsistencies or data gaps were iden-
tified, Eurosif, national SIFs and our research partners
followed up directly with the respondent in order to
clarify the reported data and to fill data gaps. On spe-
cific occasions, data reported by the respondents for
the 2014 edition of the Study was used to fill a specific
data gap when no other valid source of information was
available. Occasionally, Eurosif noticed that questions
were misinterpreted or that responses within the same
questionnaire were not consistent and in these cases,
direct follow-ups with respondents were conducted and
data was clarified. Eurosif, the SIFs and other survey
contributors also used secondary information sources
where relevant, and employed their best judgement in
order to ensure the accuracy and robustness of the data
at the core of this Study.

Another limitation is that each survey sample contains a
discretionary set of respondents, whereas market cover-
age and response rates in different countries may have
varied from one year to another Sample overlaps have
slightly varied too. For most countries, the 2016 data

sample was larger than the 2014 one in terms of assets
under management (AuM) covered. And yet, in some
instances the sample was slightly smaller due to the
absence of some large players!® These variations in our
data samples make direct comparisons between 2014
and 2016 figures suboptimal.

To mitigate the risk of error, misallocation of assets,
sample biases and insufficient market coverage, Eurosif
and its partners conducted double checks wherever
necessary, in order to maintain the highest possible
level of data quality and robustness. Consequently,
Eurosif is confident that the report provides a realistic
picture of the SRI market in Europe and its 2013-2015
developments.

Starting with Europe as a whole, the Eurosif 2016 SRI
Study is then organised by alphabetical order for the 13
covered markets. This is the seventh Eurosif SRI Study
and we invite readers to refer to our earlier studies
(2010, 2012, 2014) for further information on local SRI
backgrounds, drivers and methodologies employed.

Country profiles focus on key features of SRl in the given
country, market evolution since the end of 2013, and
market predictions. As much as possible, data is pre-
sented through consistent charts to facilitate compar-
ison. In the European section, Eurosif presents a view
across countries and highlights key 2013-2015 trends.

This edition features a section on policy developments
with the ambition to provide our readers with an over-
view of how the EU policy-making agenda influences the
SRl industry. In this respect, the information we provide
is intended to reflect any clear implications of policy
developments on the SRI market.




The Status of SRI in Europe

Today, several practitioners apply at least some form
of extra-financial evaluation in their portfolio - though
this is not sufficient to fall under an SRI denomination
or to meet the requirements of one specific strategy.
The different categories of SRI strategies can be applied
individually or in an aggregated fashion, as already
mentioned in this Study™. The fact that there are no set
parameters indicating what constitutes an SRI product
leaves ample room for creating products which reflect
the specific needs of clients, legislative requirements at
country level, specific themes or trends. Regardless of
the fact that there is currently no specific regulation in
place, practitioners closely follow the developments on
the policy side at a national level. The recent Article 173

of the French Energy Transition Law"clearly shows how
legislation, at a country level, can be a game-changer for
the industry. It makes clear quite how much this urgently
needed legislation at national level can positively influ-
ence European dynamics.

Such examples will likely lead to further growth of SRI
and to an increase in reporting standards which are
demanding enhanced transparency and accountabil-
ity. The figures on the evolution of SRI strategies this
year show continued growing, with rates between 14%
and 57% Compound Annual Growth Rate (CAGR)™ for the
main strategies, while Impact Investing - still the fastest
growing strategy - is at 120% CAGR.

Figure 1. Overview of SRI Strategies in Europe
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Best-in-Class

By choosing this strategy, investors have the opportu-
nity to pick those companies that have the best ESG”
score in a particular sector. Best-in-Class is one of
those ‘positive strategies’; other approaches that fall
under the same classification are Best-in-Universe? and
Best-Effort?". Unlike the Best-in-Universe approach, all
sectors or asset classes can be represented with Best-
in-Class. For example, an SRI fund may have a criteria
which enables it to invest in the oil and gas sector, but
only in those companies which are the ‘best in class’,
meaning the top of the investment universe, based on
a ESG screen.

In the last two years, Best-in-Class has grown by 40%,
with AuM reaching almost €493 billion. Let's look at
how the strategy has been implemented across Europe.
France is once again the undisputed leader in the Best-
in-Class approach with a CAGR of 36% since 2013 and a
total of €322 billion. We can observe a positive trend
in all the other European countries, except for Sweden,
where we continue to register a reduction in the assets
under management allocated to this strategy, consistent
with the past reviews?. Continued growth can also be
observed in the Netherlands with €56 billion AuM.



Figure 2: Growth of Best-in-Class Investments in Europe
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Figure 3: Growth of Best-in-Class Investments by Country
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SPECIALIST VIEW

DG Justice insight

“The subject of responsible investment is an issue that has been of interest to many organisations and regu-
lators for a long time. In the aftermath of the financial crisis, the European Commission proposed a number
of policy measures that aimed at fostering long-term investment. Some of these measures, such as the pend-
ing review of the Shareholders Rights directive, aim to encourage investors to be not only more long-term-
oriented, but also more engaged and responsible owners of companies. Under the leadership of Mrs. Véra
Jourova, Justice and Consumers Commissioner - and also responsible for corporate governance matters - a
consultation was launched in December 2015, dealing with barriers to environmental, social and governance
investment. One of the responses to this consultation is that apparently short-termism remains a prominent
feature in the world of investment despite many measures that have been taken in the past - and it is likely to
be one of the issues to be assessed further in the context of a review of the Capital Markets Union.

Eurosif should be congratulated for its 2016 SRI Study. This provides important further input to the debate
which will help policy-makers to address challenges in an intelligent and effective manner”.

Jeroen Hooijer,
Head of unit for company law and corporate governance, DG JUST, EU Commission

CASE STUDY

Strategy Case Study: Best-in-Class

CANDRIAM
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Sustainable and Responsible Investing is coming of A wide selection of strategies to choose from:

age:

Momentum is building in Sustainable and Respon-
sible Investments (SRI) and many asset owners and
asset managers face a moment of truth about inte-
grating environmental, social and governance (ESG)
issues into their investment philosophy. Although
more than 1500 investors and managers represent-
ing more than $60 trillion in assets have signed
up for the UN-backed Principles for Responsible
Investment, many still struggle to put their commit-
ment into practice.

The concept of sustainability and the means by
which investors can integrate ESG considerations in
the investment process have greatly evolved over the
last two decades, making it increasingly challenging
to decide on the best method of achieving this. In
parallel with the abundant utilisation of acronyms,
there is a wide range of implementation approaches
that can serve different objectives, be they personal
(ethical or moral), economic or indeed both.

Although the concept of SRl is not uniquely defined,
Eurosif identifies seven distinct strategies varying
from simple Exclusions and Norms-based Screen-
ing to more advanced integration methodologies
like Engagement and Proxy Voting, Integration or
Best-in-Class.

Exclusions & Norms-based Screening: have their
roots in values-based investing and utilise neg-
ative screening to restrict investments in certain
areas (e.g. Tobacco)

Engagement and Proxy Voting: aim to bring about
improvement and change in company behaviour
with respect to ESG issues via active [shareholder]
dialogue

Integration Approaches (e.g. Best-in-Class): select
the best performing companies from the universe
based on a given set of sustainability metrics

Depending on the approach followed, ESG investing
can have very different results, from both a personal
as well as financial perspective. Investors need to be
aware that, under some circumstances, certain strat-
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CASE STUDY

egies may result in portfolio biases that could lead
to performance differences versus the benchmark or
universe in the short to medium term.

The unintended consequences:

Climate change offers an illustrative example of
the impact sustainability has on a portfolio. COP21
was without doubt the tipping point for the invest-
ment industry and the reason climate change rightly
became a global concern. The public, media and reg-
ulatory pressure on investors to take into account
the carbon footprint of business activities they
invest in is intense and still mounting. Most parties
concerned are still examining how to deal with this
new sustainability reality.

Divesting from polluting companies, especially those
that deal in or are highly exposed to fossil fuels, can
be accomplished by a basic exclusionary approach
that screens out industries with the highest CO2 emis-
sions (e.g. energy and metals & mining). At first glance,
this may serve the purpose of lowering the portfolio’s
carbon footprint. However, it fails to take into account
that companies operating in other industries may also
have large direct or indirect carbon exposure.

Furthermore, this approach might also result in
adverse return-risk implications for some inves-

Micro analysis
Stakeholders
management

tors as it can produce inadequate diversification.
Portfolios that exclude whole industries run the risk
of unintentional industry biases, concentration risk
and factor risk. An investor needs to be aware that a
portfolio free from carbon sensitive industries could
be painful in the short term if commodity prices
recover and might lack the natural inflation hedge
that such investments typically offer.

The benefits of Best-in-Class:

A Best-in-Class investment process is well positioned
to deal with this dilemma as the approach takes a
more pragmatic and balanced view that aims at pro-
moting the best practices of companies regardless
of the industry it operates in. By screening out the
worst carbon emitters in each industry, investors are
able to lower the carbon footprint of the portfolio
substantially and still hold a portfolio that largely
represents the original benchmark index.

Critically for investors, the Best-in-Class approach
can integrate many more dimensions than just cli-
mate change. Instead, positively identifying com-
panies that are leading the way against a variety
of global sustainability challenges that are not yet
on the radar of consumers, the media or regulatory
institutions but may soon become the future equiva-
lent of ‘climate change'.

Macro analysis
Exposure to Global
Sustainability Trends

We believe that Sustainable and Responsible Investment strategies make better informed investment decisions because they evaluate
companies on the intangible risks and opportunities to which they are exposed as well as those found in traditional financial analysis
and sector studies.

sl

Isabelle Cabie
Global Head of Responsible Development

Wim Van Hyfte
Global Head of Responsible Investments
and Research
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European Systemic Risk Board

“Limiting systemic risk by early and gradual action
on climate change”

Meeting the international target of limiting global
warming to less than 2°C will require substantial
reductions in carbon dioxide emissions at the global
level over the next few decades. This will require a
transition to a low-carbon economy. This, in turn, will
require a decisive shift away from fossil-fuel based
energy unless the cost of carbon capture and storage
technology can be reduced in a major way.

Most studies show that under a gradual adjustment
scenario, the adjustment costs (mitigation) would be
manageable and the concomitant re-pricing of car-
bon assets should not be so large in scale and so
abrupt to involve systemic risks.

In principle, the recent Paris agreements should lead
the world towards such a gradual adjustment path.
However, in reality the trends on the ground seem
unlikely to change as quickly as implied by the Paris
agreement. It thus seems increasingly likely that
global emissions will continue to increase as before.
Most ‘BAU’ (Business as Usual) scenarios foresee that
2030 would represent the last point at which deci-
sive action could still avoid temperature increases
beyond 2°C. Some time before then action will have
to be taken.

A key question for financial markets is what happens
if the transition away from fossil fuels is late and
abrupt. In this case (i.e. a belated and sudden aware-
ness about the importance of controlling emissions),
one has to face a rapid implementation of sharp
constraints on the use of carbon-intensive energy,
possible more through quantity limits, rather than
carbon prices. The later action is taken, the more
abrupt the change will have to be, with correspond-
ingly higher adjustment costs.

In this, we call it the adverse scenario, the economy
would be adversely affected via several channels:

First, there would be a negative effect on GDP when
carbon intensive energy would be reduced suddenly,
which would be equivalent to much higher energy
costs. Second, there would be a potentially sudden
repricing of carbon-intensive assets, which become
‘stranded’. If these assets had been financed by debt,
there might be large scale non-payment problems
and bankruptcies. These two channels would tend
to interact and reinforce each other: a weak econ-
omy would further reduce energy demand and also
weaken financial intermediaries which would have to
absorb the losses from stranded assets. This could
be exacerbated by a growing incidence of catastro-
phes related to climate change, carrying particular
implications for the insurance sector and emerging
markets.

One issue that deserves further investigation is thus
the financing patterns of carbon intensive sectors.
There might be important differences across sec-
tors and countries. The major oil and gas companies
based in OECD countries appear relatively well cap-
italized, but little is known about the financing pat-
terns in emerging markets.

We recommend that to better quantify the impor-
tance of these risks, policymakers all over the world
should identify carbon-intensive exposures through-
out the financial system and consider the develop-
ment of dedicated supervisory stress tests which
incorporate elements of the adverse scenario. In the
short-term, joint research efforts of energy experts
and macroeconomists, possibly conducted in collab-
oration with other institutions and countries (espe-
cially the big emitters of C02), could help to better
quantify the risk for the economy at large and inform
the design of specific scenarios for stress testing.

Daniel Gros and Dirk Schoenmaker
Members of the Advisory Scientific Committee of the
ESRB (European Systemic Risk Board)




Sustainability Themed

This strategy includes a variety of themes, which allows
investors to choose specific areas of investments, typ-
ically with a close link to sustainable developments.
There are a variety of themes that comprise this strat-
egy, mostly preferred by investors who are keen to focus
on one or more areas. We have seen how over the last
few years and thanks to events such as COP21%, held in

Paris, investors have sought to highlight how finance can
redirect capital and help push forward the transition to
a low carbon economy. The emergence of new products
and focus on certain themes has definitely increased,
as we can see from the exponential growth of sustaina-
bility themed investment in the last five years. Different
investments policies at the EU member state level also

Figure 4. Growth of Sustainability Themed Investments in Europe
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Figure 5: Growth of Sustainability Themed Investments by Country
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strongly influence the growth of this investment strategy
and give it a clear sense of direction. The growth rate
registered since 2013 is already extremely significant,
as shown in the graph below. European Sustainability
themed assets have now grown to reach €145 billion.

Figures 4 and 5 look at how the strategy has evolved in
the last two years across the countries. By far the larg-
est increase was registered in France, with an explosive
growth of an astonishing (CAGR) 213%. In second posi-
tion, the Netherlands with €37 billion AuM, after only
registering 1% growth last year. The UK and Switzerland
are in joint third place with €21 billion.

Investors look favourably on climate sensitive topics,
echoing the trends in international policy. The result is
that energy efficiency (also linked to retrofitting) and
renewable energy are the most favoured themes for
their investments at EU level.

Figure 6: Sustainability themed investments
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CASE STUDY
Strategy Case Study: Sustainability Themed ; #
. . . . - LFa I
Mirova’s Europe Environment Investment Strategy from energy efficiency in pub- mirova

Mirova, Natixis Asset Management's Responsible
Investing subsidiary, offers a range of solutions rec-
onciling financial performance and economic sustain-
ability. Based on European assets only, the Europe
Environment strategy centers on environmental
issues and aims to galvanize the energy transition and,
more broadly speaking, the ecological transition. This
strategy is both driven by and founded on one idea:
that the innovative players developing new models of
managing the environment today will be the winners
of the energy transition tomorrow. They will be the
first to usher in this crucial transition. Sustainability,
however, must incorporate multiple elements: an
investment strategy for major environmental prob-
lems necessarily presupposes the exclusion of secu-
rities with poor management both for environmental
and social risks. An ambitious environmental invest-
ment strategy must also avoid the economic models
that are historically built on the extraction and use
of fossil fuels. Responding to the various challenges
of the energy transition constitutes in itself a step
towards investment diversification, which can range

Ierspinsilde Tmvsiang

lic transport and construc-
tion, low-carbon power gen-
eration, sustainable waste management, water and
power distribution infrastructures, food safety, etc.
Selecting the players who meet environmental chal-
lenges most effectively while also excluding players
with non-sustainable risk management is the most
robust approach to reconciling financial and environ-
mental value.

This investment strategy focuses on values which
best address sustainability issues and must there-
fore use quantitative assessments that measure
impact. How can we objectively evaluate how effi-
cient choices concerning the energy transition are?
How can various sustainability matters be synthe-
tized efficiently using a transparent, even a sin-
gle measure? Mirova has decided to evaluate its
investments by measuring their carbon impact since
this allows for a quantification of the efficiency of
its management choices. This method of impact
measurement is based on a life-cycle-oriented
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understanding of carbon and evaluates the carbon
impact of products and services by assessing the
whole value chain, rather than only the companies
involved. This understanding of impact is crucial for
evaluating both emissions induced and avoided, i.e.

Figure 7: Carbon impact compared on STOXX 600 with an Environment Strategy

the emissions that would have been produced had
the company not made specific efforts to reduce
them. Thus players are brought to the fore who offer
more energy-efficient products and who contribute
to producing low-carbon forms of energy.
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Tracking the carbon impact of products and services
illustrates how efficient a strategy oriented towards
addressing environmental issues can be. For emis-
sions induced, the carbon impact is significantly
lower than a traditional diversified European bench-
mark, especially for the emissions avoided due to
the absence of fossil fuels; for emissions avoided,
the carbon impact is even better compared to the
benchmark, reflecting the strong presence of energy
transition players.

This approach is both coherent and pioneering and
has seen its environmental efficacy confirmed by the
quantitative measurement of external impact. The
approach also forms part of the seven investment
strategies which have to date been granted the TEEC
Label (Transition Energétique et Ecologique pour le
Climat, “Energy and Ecological Transition for a Better
Climate”).

‘ ‘ Hervé Guez
1 Responsable Recherche ISR




Norms-based Screening

Norms-based screening allows investors to assess
the degree to which each company in their portfo-
lios respects issues that impact Environmental, Social
and Governance criteria by adhering to global norms
on environmental protection, human rights, labour
standards and anti-corruption. Global norms are set
out in international initiatives and guidelines such
as the OECD Guidelines for Multinational Enterprises,
the ILO Tripartite Declaration of Principles concern-
ing Multinational Enterprises and Social Policy, the
UN Global Compact and, most recently, the Guiding
Principles on Business and Human Rights: Implementing
the United Nations ‘Protect, Respect and Remedy’
Framework’. Norms-based screening can be used both
as a standalone strategy, or in combination with other
strategies, typically Engagement and Exclusion. When
companies that are in the portfolio are found to be in
breach of one of these standards, investors can engage
with them and decide what kind of action needs to be
taken, and whether exclusion ought to be considered.

In the last two years, Norms-based screening has grown
by 40%, standing at over €5 trillion.

Traditionally, this strategy has been very popular in the
Nordic region. This year, we are not reporting on Norway,
typically one of the countries with a distinct preference
for the strategy and thus, this year's European outlook
is significantly different. France leads the way with €2.6
trillion in AuM, confirming a positive trend already
reported in the previous Study. The Netherlands also
remains very prominent with almost €1 trillion in AuM.

The most common Norms-based screen is the UN Global
Compact, with ILO Conventions coming second by a very
narrow margin. The third most used category remains
the OECD Guidelines. Although fragmented, a significant
number of respondents have indicated the use of vari-
ous other guidelines®.



Figure 8: Growth of Norm-based Screening in Europe

EUR in millions
6 000 000
Growth 5087 774
5 000 000 2013-2015}
+40%
4000000 3633794
3 000 000
2132394
2 000 000
988 756
1 000 000
0
2009 2011 2013 2015
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Engagement and Voting

This is the third most popular strategy in terms of AuM
after Exclusions and Norms-based screening. It has a
very strong link with fiduciary duty, as it is driven in large
part by the view that shareholders are stewards of assets
who are accountable to their beneficiaries for how they
manage those assets. In the 2013 Eurosif Shareholder
Stewarship report, Eurosif stressed the many different
motivations behind ESG engagement: “these include
maximising risk-adjusted returns, improving business

conduct, advancing ethical or moral considerations, and
contributing to sustainable development. Many inves-
tors also see engagement as part of their fiduciary duty
to beneficiaries"”. Regardless of the motivation of the
investor, industry experts note that one of the keys to
constructive company dialogue is developing a business
case for change and keeping up a good level of interac-
tion with companies.

Figure 10: Growth of Engagement & VVoting in Europe
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At the policy level, European regulators have discussed
the roles and responsibilities in the engagement of
shareholders through the Shareholders Rights Directive
(SRD), as part of the Commission’s action plan to mod-
ernize corporate governance and increase corporate
transparency. The aim of the Directive is to increase
shareholders’ ability to show more responsibility. When
this report was going to print, some controversial issues
relating to the SRD were still under discussion and no
formal agreement had been reached on the text.

The strategy has grown by 30% in the past two years with
a CAGR of 14%.

On a national level, the UK continues to lead with dra-
matic growth at €2.5 trillion and a CAGR of 22%. The
Netherlands follows with €726 billion. Switzerland reg-
isters a significant growth with a CAGR of 103%.



Figure 11: Growth of Engagement & Voting by Country
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Fiduciary duty: the UKSIF perspective

The 2014 Law Commission report into fiduci-
ary duties of pension fund trustees was clear:
Trustees should take all financially-material factors
into account and may consider non-financial factors -
which may cover some ethical factors - where scheme
members share the concern and where there is no risk
of significant financial detriment to the scheme?®. The
report recommended the UK investment regulations
were changed to clarify this distinction.

Despite the disappointing decision by the Government
in 2015 not to change the regulations, the UK's
Pensions Regulator recently updated its code of
practice for defined-contribution pension schemes,
and the guidance on investment-governance is par-
ticularly welcome?. It reflects the Law Commission’s
report and makes clear that trustees should take into
account financially material factors and may consider

non-financial factors. It also outlines the importance
of longer-term risks like climate change and poor
corporate governance and encourages trustees to
adopt good stewardship practices and be attentive
to the voting polices of their managers.

This is the first sign that the Law Commission’s work
is getting traction with UK regulators and a signif-
icant step in ensuring the legal duties and respon-
sibilities of trustees are understood. Nonetheless,
there is still more work to be done over the next few
years on clarifying rules for investment governance
for defined benefit schemes and on the contract side
of the market.

Simon Howard,
Executive Director UKSIF
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European Parliament - Ongoing hegotiations on the Shareholders’ Rights

Directive

The European Commission published its proposal
for a revision of the Shareholders’ Rights Directive
in April 2016. The revision of the shareholders’ rights
Directive is part of the initiatives foreseen in the
Commission’s Action Plan “European Company law
and corporate governance - a modern legal frame-
work for more engaged shareholders and sustaina-
ble companies”, which was launched after a series of
consultations on corporate governance issues.

The proposal for a revised Shareholders’ Rights
Directive aims at improving stability and fostering
long-term oriented decision-making, by encouraging
shareholder engagement and enhancing transpar-
ency for companies and investors. Amongst the main
instruments proposed: the possibility for listed com-
panies to identify their shareholders, transparency
provisions for institutional investors, asset managers
and proxy advisors and stronger controls over direc-
tors’ remuneration (including say on pay by share-
holders) and related party transaction.

After a long discussion, the European Parliament
approved a common position with a very large
majority in the Plenary session of July 2015. The EP
negotiating position confirmed the transparency
requirements proposed by the European Commission.
With regard to directors’ remuneration, the EP under-
lined the need to ensure that the evaluation criteria
for directors’ pay are comprehensive and take ade-
quately into consideration the financial and non-fi-
nancial performance of the companies in the long-
term. The Parliament proposed furthermore to insert

a Country-by-country reporting (CBCR) obligation for
large and listed companies on tax matter. According
to this proposal, multinationals would have to pub-
licly disclose the taxes paid in each country they
operate in (clarifying whether these companies pay
taxes where they have real economic activities).

Negotiations between the European Commission,
the Parliament and the Council started with the
Luxembourg Presidency and the first trilogue took
place in October 2015. The institutions have different
positions on several issues, in particular on CBCR, on
the engagement policy and investment strategy, on
the content of the remuneration policy and on the
procedures for the approval of related party trans-
actions. Negotiations with the Luxembourg and the
Dutch Presidencies were however very positive and
several steps forward were achieved, in particular in
the first Chapter of the piece of legislation.

We also look forward to working effectively with the
Slovak Presidency, in order to advance as much as
possible and, if possible, to finalise a comprehensive
agreement that would represent an important step
forward in enhancing corporate governance, ensur-
ing an adequate level of transparency for companies
and investors and promoting long-termism.

Sergio Cofferati,
Member of European Parliament




Exclusions

In compliance with the willingness to limit potential
reputational risks, investors may decide to negatively
screen companies or sectors, as part of their risk man-
agement or value-based approach. The term exclusions?
refers to the elimination of companies or of sectors from
the investment universe of the portfolio. Exclusions can
be based on ESG criteria or have a Norms-based dimen-

Figure 12: Growth of Exclusions in Europe

EUR in millions

sion, when screening excludes companies that fail to
comply with international standards or conventions®.
The exclusion process typically includes an evaluation
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Types of exclusions

On a country level, Switzerland clearly leads at €2.5 tril-
lion, while Germany has overtaken the Netherlands®
after reaching €1.8 trillion in assets. The most remarka-
ble data comes from the UK, with a 99% CAGR. In the past
few years, rapid growth in this strategy has been attrib-
uted to the adoption of exclusions overlays, ie: deploy-
ing exclusion policies aimed at specific sectors or issues
on a wide range of assets.

The most common exclusions by type are linked to
weapons, following a trend related to the exclusions of
controversial weapons, tracked in the table below. It is
important to note that in this SRI Study we only cap-
ture assets subject to exclusions not mandated by law,
therefore the exclusion of Cluster Munitions and Anti-
Personnel Landmines (CM & APL) which are required by
law, are not considered SRI. The top exclusions remain
the most traditionally controversial sectors as shown in
the chart, confirming historical trends in Europe®.

Figure 14: Top exclusion criteria (EU-13 average)
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TABLE 2: Cluster Munitions and Anti-Personnel Landmines Exclusions®?

Country (€ Mn)

Exclusions without

Exclusions All All Exclusions

Austria
Belgium
Denmark
Finland
France
Germany
Italy
Netherlands
Poland
Spain
Sweden
Switzerland
UK

Total EU-13

CM&APL CM&APL
€8015 € 34721 €42736
€ 253 946 na € 253 946
= € 305109 € 305109
€ 41381 € 97 041 €138 422
€666 215 na €666 215
€3269% €1770779 €1803 473
€3764 € 565 964 €569 728
€1123133 na €1123133
= €2769 €2769
€123 516 na €123 516
€30 000 € 684 638 € 714 638
€6 374 € 2529 640 €2536 014
= €1870 896 €1870 896
€ 2173350 € 7861557 € 10150 595



Divestment

Divestments have been in the spotlight for the past 2 years,
becoming increasingly prominent among different actors
who use them to give more emphasis to their investment
strategies. Growing pressure on investors to divest from
fossil fuels has mainly come from two sources. The first
being a strong divestment®* movement that has emerged,
led by US college campuses, using the argument that it is
“morally wrong to profit by investing in companies that
are causing the climate crisis”. The second is the consider-
able pressure coming from leading divestment campaign
groups such as Go Fossil Free*. This is an international
network of campaigns and campaigners working to elim-
inate fossil fuels, by asking institutions to freeze new
investments in fossil fuel companies, to divest from fossil
fuel public equities and corporate bonds within 5 years,
and to end their fossil fuels sponsorship.® Successes of
this campaign include Stanford University's commitment
to divest its €16.2bn endowment from coal companies,
and the Rockefeller Brothers Fund’s decision to divest
€763m from coal and tar sands.*

What's more, the divestment debate has been influ-
enced by risk managers' increasing concerns about
stranded assets and passive investors are looking for
solutions to reduce portfolio exposure to fossil fuels. As
shown by the Carbon Tracker Initiative, meeting inter-
nationally agreed climate targets and keeping average
temperature increase below 2°C requires up to 80% of
the existing coal, oil and gas reserves of publicly listed
companies to stay in the ground and become ‘unburn-
able’.” The stranded assets argument has been gain-
ing increasing clout in recent years, with the fossil fuel
industry itself recognising the threat to its business and
the need to adapt.

However, investors also highlight the Important role of
engagement with companies and investments in clean
infrastructures, as preferred alternatives to divestment.
While full divestment may have negative effects, such as
increased volatility of returns and risk underperforming
in comparison with the benchmark, strategies such as
selective and partial investment are becoming increas-
ingly popular, as assets with the highest risk from cli-
mate action are targeted first - a prime example being
the coal sector.®

A parallel development is the increasing number of
investors who are starting to calculate the carbon foot-
print of their investment portfolios. While this practice
is not new (Henderson Global Investors first calculated
the carbon footprint of their SRI funds in 2006), it is
becoming increasingly common.*” It is also at the heart

of initiatives such as the PRI-backed Montreal Carbon
Pledge and the Portfolio Decarbonization Coalition.
Investors signing the Montreal Carbon Pledge, launched
in September 2014, commit to annually measuring and
disclosing the carbon footprint of their portfolios.*

There are arguments against divestment. For instance,
Professor Lord Nicholas Stern, speaking at a Bank of
England event, noted that divesting out of oil does
not incentivise companies to improve performance.
Instead, there are strategies - such as those used by the
Swedish AP4, underweighting high carbon assets - that
might prove more effective.’ In the UK, the National
Association of Pension Funds (NAPF), representing some
1,300 pension funds with assets totalling €1.2 trillion,
has warned that divestment from oil and gas may trigger
“severe losses of revenue likely over a sustained period
of time” and that it is “particularly problematic and
complex for UK pension funds” due to the composition
of the FTSE index.”?

A UK union argued that low carbon investment oppor-
tunities in the UK are still limited in number and scale,
and therefore divestment from fossil fuels might trigger
“high fees and huge transaction costs” for investors.

The UK's Environment Agency Pension Fund (EAPF) and
Royal Bank of Scotland (RBS) also consider engage-
ment, decarbonisation and low carbon investments
more effective than divestment in tackling climate
change. Notably, EAPF prefers to approach the issue in
terms of decarbonisation, which means engaging with
fossil fuel-exposed companies to decrease emissions
rather than divesting.* In a separate development, the
American Petroleum Institute (API), the main US oil and
gas trade body, considers divestment from fossil fuel
holdings as a breach of the investors’ fiduciary respon-
sibility, as divestment from energy stocks might reduce
return on investments. To back their claim, APl members
cited research from Robert Shapiro, chairman of advi-
sory firm Sonecon, showing that “investments in U.S. oil
and natural gas stocks significantly out-performed the
other assets held by those funds.”® The costs of fos-
sil fuel divestment were also cited by Lothian Pension
Fund in Scotland in July 2015 as a counter argument in
response to calls from the City of Edinburgh Council to
investigate divestment in terms of costs, benefits and
feasibility. Another argument used against divestment
was that it would remove access to company manage-
ment and fail to change the level of fossil fuels con-
sumed globally.*




2015 and 2016 divestment highlights include:

The divestment by the Norwegian sovereign wealth
fund from 73 companies due to risk concerns linked
to environmental degradation, corruption and social
issues, arguing that companies with higher carbon
emissions, either due to direct operations or supply
chains, are facing greater regulatory risks.”

In spring 2015, the California State Teachers'
Retirement System (CalSTRS) and the California
Public Employees Retirement System (CalPERS) were
targeted by a bill requiring them to engage with
their coal holdings and sell the shares (divest) if the
companies are not transitioning to a “clean energy”
strategy.*®

In May 2015, in response to students’ calls to divest
from the fossil fuel industry, Oxford University
announced measures to strengthen its fossil fuel
investment policy, rather than considering full
divestment.”

In May 2015, at Climate Week Paris, French insurer
AXA pledged its willingness to sell €500 million of
coal assets before 2016 in favour of 3 billion worth of
investments in low carbon sectors by 2020. The com-
mitment, upheld by Henri de Castries, chairman and
chief executive of the French insurer, was in line with
its commitment to fight climate change®.

A London Assembly report focusing on the impact of
climate change on London’s economy found a trend
towards fossil fuel divestment, but also recognised
that “the value of assets held in stocks cannot all be
accommodated in renewable energy or green pro-
jects.” The Assembly recommended that the London
Pensions Fund Authority (LPFA) divest from coal.”"
The FRC's review of stewardship in the UK in 2015
highlighted the ‘Aiming for A" initiative and the Kay-
inspired Investor Forum as examples of collaborative
engagement. ‘A number of asset owners have also
publicly collectively engaged very successfully in
2015. The ‘Aiming for A’ initiative involved the filing of
two shareholder resolutions, at BP and Shell. These
resolutions followed a period of engagement with
extractives and utilities companies on their man-
agement of the risks and opportunities presented
by climate change. The shareholder resolutions were
ultimately supported by the boards of each company,
and overwhelmingly approved by shareholders. The
resolutions direct the companies to feature addi-
tional information on climate strategy in their annual
reports, including emissions management, portfolio
resilience and key performance indicators™2

In July 2015, Aviva created a list of 40 carbon intensive
companies with whom it engaged in 2015. Divestment

will be considered in cases where not enough pro-
gress is deemed to have been made by the compa-
nies in question. It also set an annual investment
target of £500 million (€706.8 million) in low carbon
infrastructure for the period 2015-2020.%

In the Netherlands, Pensioenfonds Zorg & Welzijn
(PFZW), the €161 billion pension scheme covering the
Dutch health sector, announced in November 2015
before COP21 that it would reduce the CO2 emissions
of its portfolio by 50% by 2020 through divestments
from fossil fuels and engagement with companies in
their portfolio. In addition, it pledged to increase its
investments in sustainability solutions to 12% of total
assets by 2020.

In the run-up to COP21 in Paris, 350.0org and Divest-
Invest announced that by 21 September 2015, 400
institutions representing €2.3 trillion in assets under
management had made a divestment commitment.
In December 2015, this number was over 500 insti-
tutions representing more than €3 trillion in assets.
The divestment movement spread to major cities in
France, Germany, Norway, Sweden and other coun-
tries, who committed to divest part or all of their fos-
sil fuel assets.”

Update on European Legislation on Investments into
Controversial Weapons

As elaborated in our 2014 Study, legislations banning
investments in cluster munitions are currently in place
in a number of European countries including Belgium,
France, Ireland, Italy, Luxemburg, Switzerland and the
Netherlands.

While Belgium, Italy, the Netherlands, Spain and
Switzerland have passed specific legislation banning
investments in cluster munitions, other countries such
as France, Norway and the UK, see investments in cluster
munitions producers as prohibited under the Convention
on Cluster Munitions, to which they adhere. This conven-
tion was opened for signature in December 2008 in Oslo,
and entered into force in August 2010 after being ratified
by 30 states. As of April 2016, 108 states have signed the
Convention, while 100 have ratified it or acceded to it.

In ltaly, in addition to the Law on the Ratification and
Implementation of the Oslo Convention (Law No. 95)
passed in July 2011%, separate legislation is being pre-
pared following the Italian Campaign to Ban Landmines.
A legislative proposal prohibiting all Italian finan-
cial institutions from providing any form of support
to Italian and foreign companies involved in activities
related to antipersonnel mines and cluster munitions
was put to the Parliament in 2010, and approved by the



Chamber of Deputies’ legislative finance committee in
2012. However, the process stalled in 2013 after the early
dissolution of parliament. Since July 2015, the proposal
is once again being considered by relevant parliamen-
tary committees. Until it is adopted, Law No. 95 remains
the only Italian legislation governing investment in
cluster munitions.” Several Italian financial institutions
have put in place divestment policies from companies
involved in cluster munitions production.’

In Spain, the government started a process to amend
its Mine Ban Treaty implementation legislation, Law 33,
enacted in October 1998, to incorporate a total ban of
antipersonnel mines and similar arms. The amendment
received royal assent and was published in July 2015.
The ban states that “(...) the financing or marketing of
this type of arms by any means, and of all related items
described in the previous paragraph, is prohibited.”
However, the Parliament committee handling this file
rejected a broader proposal to introduce a provision
prohibiting “direct or indirect” financing of activities
related to cluster munitions.®

In the UK, a “Cluster Munition (Prohibition) Bill” received
royal assent in March 2010. As the text did not include an

explicit prohibition of financing of companies involved
in the production of cluster munitions, it was ini-
tially unclear whether such a prohibition was in place.
However, a Ministerial Statement® issued in December
2009 confirmed that “under the current provisions of the
Bill, which have been modelled upon the definitions and
requirements of the convention, the direct financing of
cluster munitions would be prohibited. The provision of
funds directly contributing to the manufacture of these
weapons would therefore become illegal.” This leaves
out indirect financing of cluster munitions. However,
the government intends to work with the financial sec-
tor, NGOs and other stakeholders, in order to develop a
voluntary code of conduct preventing indirect financing,
and may also initiate legislation.?

In line with our research approach to go beyond leg-
islation, we present in the graph below the significant
difference between the countries that decided to apply
a more restrictive approach excluding all weapons
(France, Finland, Poland and Spain) as opposed to those
that preferred to exclude only controversial weapons
(the UK, Netherlands, Denmark, Germany, Belgium and
Switzerland).

Figure 15: Types of exclusions as % of total exclusions overlays
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CASE STUDY

Strategy Case Study: ESG Exclusions
ESG Exclusions case study

The Situation

In 2013 Northern Trust Asset Management conducted
a survey of key European asset owners to further
understand the challenges they faced. Our clients
concluded that corporate governance in emerging
markets was one of their biggest concerns, with
investors being particularly cautious in relation to
majority owned companies, with the below factors
being front of mind:

1. Companies with concentrated ownership can
be prone to hidden self-dealing and exposed to
asset stripping, particularly in times of economic
downturn

2. Even with independent oversight in place these
mechanisms may not be enough as control of
information flows and cash flows will still be in
the hands of a majority owner

3. Companies overly dependent on one shareholder,
i.e. its managerial and administrative resources

The Challenge
Emerging market countries are attractive partly

because their prospects for generating wealth are
higher relative to more mature economies, but in
closing the wealth gap, emerging markets companies
may prefer lower standards of ESG within their own
governance processes. Moreover, recent performance
of emerging markets has been lacklustre, tainted by
an increase of reported negative ESG issues in coun-
tries such as China, Russia and India. While financial
market forces have turned more favorable toward
emerging markets, the outlook for improving eco-
nomic momentum remains uneven and slow, we will
therefore see more scrutiny paid to emerging mar-
kets as the region tries to restore strong GDP growth.

Therefore the main challenges in emerging markets
for those investors needing to adhere to ESG criteria
are:

Nr, NORTHERN
W/ TRUST

1. About 35% of constituents of the MSCI EM Index
are owned or controlled by governments, power-
ful families or industrial groups. This isn't neces-
sarily a bad thing - but due diligence is required
when looking to invest in these companies.

2. Limited transparency - foreign investors in EM
should demand greater ESG analysis today -
either to ameliorate their investment strategy or
comply with their governance policy.

The Solution

The ‘NT Emerging Markets Custom ESG Equity Index
Fund’ (which uses the MSCI EM Custom ESG index
built by MSCI ESG research and GMI ratings on behalf,
and under the conceptual leadership of, Northern
Trust Asset Management) aims to address the above
challenges. Firstly, by undertaking the analysis for
investors, and secondly by screening out those com-
panies that lack sufficient executive independence
and scrutiny of management. The result is an index
that seeks to balance the need for tighter govern-
ance controls with investment return.

Digging deeper

The fund uses an index that incorporates traditional
environmental and social screening with a sequen-
tial three-step governance screen, unique in emerg-
ing markets. It addresses the issue of excessive
boardroom influence by one or more parties within
emerging market corporations, using a combination
of positive and negative screens.

So how is this done?

First Stage
The first stage removes companies from the MSCI

Emerging Markets index that fail to comply with the
10 UN Global Compact principles as well as compa-
nies that manufacture or supply controversial weap-
ons or tobacco.
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Second Stage
The second stage consists of three steps; it isolates

and excludes those corporations that fail any of
these sequential checks:

Ownership structure: The screening out of com-
panies with controlling shareholders that have
50% or more of the ownership interest.

Board independence: Assessing the presence of
independent directors on the board. Such direc-
tors should be free from inappropriate links to
both the company and any controlling entity. The
test identifies and fails any director who has been
a recent employee or contractor of the company
or any current material supplier, contractor or
adviser to the company or associated entities.
Independence of key committees: Applying the
same independence test to members of the audit
and remuneration committees of the company.

We believe that well-run companies will have in
place at least some, if not all, of the universally rec-
ognised mechanisms for good governance.

Julia Kochetygova,
Senior ESG Research Analyst

83 SECURITIES REMOVED

Northern Trust final product

NORTHERN TRUST
EMERGING MARKETS CUSTOM
ESG INDEX FUND

Managed to MSCI Emerging Markefs
Custom ESG Index (735 securifes)

The result is an index that aims to balance the need
for tighter reputational and governance controls with
investment return.

Wider thoughts
Integrating Environmental Social and Governance

(ESG) into investments can be as different as any
investment strategy, starting from most basic
methods to more sophisticated and intellectually
demanding forms.

ESG exclusion screening may indeed be the most
basic type of ESG strategy, however at the same time,
it is the clearest, most transparent and objective
method. Despite some discrepancies in beliefs, it is
also one of the most universally appealing, as it very
clearly links investment strategy with specific invest-
ment values and principles. It also provides the
easiest entry point to ESG investing for mainstream
investors.

Issued by Northern Trust Global Investments Limited.
For institutional investors only; not for retail. Does
not constitute investment advice; subject to change
without notice.
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Policy overview 2015-2016

Since our last SRI Study, Eurosif has continued its advo-
cacy efforts and further consolidated its visibility within
the EU policy arena by representing the European SRI
industry in Brussels with the European institutions. Our
key policy wins in 2014-2015 included:

the adoption by the European Commission of a CMU
Action Plan drawing much on Eurosif's position on
long-termism and consideration of ESG issues in
investment decisions; and

the European Parliament's position on the
Shareholder Rights Directive, largely in line with our
demands on active, long-term oriented share owner-
ship and scrutiny on environmental, social and gov-
ernance (ESG) issues.

Capital Markets Union

The European Commission’s Capital Markets Union
(CMU) Initiative is a key pillar of the Juncker Investment
Plan and the main political priority of DG FISMA for now
and many years to come. The aim is to build an EU single
market for capital and enable European companies to
access capital markets in a more integrated and effec-
tive manner, in order to drive economic growth, create
jobs and meet EU investment needs. The mobilised cap-
ital will be channelled into companies, including SMEs,
and long-term infrastructure projects. On 18 February
2015, the Commission published a Green Paper and
launched a public consultation on Building a Capital
Markets Union. On 16 March 2015, Eurosif hosted a CMU
webinar and gathered input from its CMU Working Group
on its response to the Commission’s consultation. In May
2015, Eurosif responded to the consultation through its
Sustainable Capital Markets Union Manifesto. Five prior-
ity areas and 23 specific policy recommendations were
made in order to ensure that the CMU Initiative delivers
sustainable, long-term growth that serves the real econ-
omy and current and future generations of EU citizens.
Key policy demands of our CMU Manifesto included:

Incorporating a strong and comprehensive corporate
disclosure package;

Ensuring that environmental, social and governance
considerations transcend all investment practices
and asset classes;

Aligning incentives to reward practices reinforcing
the long-term dimension of capital markets;

Scaling up financial innovation and instruments serv-
ing sustainable growth.

The document was sent out to over 400 policy-makers
and Brussels-based stakeholders. From September to
December 2015, Eurosif joined Aviva and E3G in specific
advocacy activities with the EU institutions and other
key players involved in the CMU Initiative.

On 30 September 2015, the Commission launched the
CMU Action Plan defining the building blocks of an
effective and integrated CMU to be put in place by 2019.
Following that, Eurosif renewed its message on CMU
by issuing a specific position paper on the CMU Action
Plan in December 2015, advocating for further action to
support sustainable long-term investment on four key
pillars:

Greater transparency via mandatory ESG disclosure;
A clear definition of fiduciary duty as including ESG
issues;

Further legislative coherence in promoting sustaina-
ble long-term investment;

Enhanced long-term infrastructure investment.

Revision of the Shareholder Rights
Directive

Eurosif has beeninvolved inthe revision of the Shareholder
Rights Directive (SRD) (2007/36/EC), which dates back to
April 2014, and has engaged in informal roundtables on
several occasions. The European Council published its
mandate on 25 March 2015 and the Parliament (Legal
Affairs Committee - JURI) adopted a draft report on the
proposal on 7 May, which was voted at the plenary ses-
sion of the European Parliament on 8 July. Ahead of the
Parliament’s vote, Eurosif and Eumedion addressed a joint
letter to EPP® and ALDE®* members of the JURI Committee
urging them to ensure that the compromise text regard-
ing the European Commission’s proposal remains both
ambitious and strong as it makes its way through the final
stages of the European legislative process. In line with
our initial position, we advocated for a revised SRD that
encourages institutional investors and asset managers to
adopt proactive and long-term share ownership policies
and practices (engagement, voting) where ESG consider-
ations play a central role. In particular, we supported the
amendments voted by the JURI Committee linking engage-
ment and remuneration policies to ESG criteria. The text
voted for by the European Parliament in July 2015 rein-
forced the importance of the ESG dimensions in these
areas, which Eurosif considered a very positive outcome.



The Institutions for Occupational Retirement Provision
(IORPs) Directive (2003/41/EC) covers all occupational
pension schemes in Europe, which hold assets worth
€25 trillion on behalf of 75 million beneficiaries. In
March 2014, the European Commission adopted a leg-
islative proposal to revise IORPs. Aims of this proposal
included improving governance and transparency of
pension funds, promoting long-term investment, and
supporting the financing of sustainable growth in the
real economy. However, after the file was assigned to
the European Parliament’s Economic and Monetary
Affairs (ECON) Committee, the Rapporteur's text weak-
ened IORPs’ risk management criteria by removing the
requirements initially proposed by the Commission
focused on taking into account risks related to climate
change, resource use and the environment.

In November 2015, Eurosif joined a coalition of stake-
holders led by ShareAction in an effort to improve
transparency and management of environmental, social
and governance (ESG) risks in the revision of the IORPs
Directive. Through a joint letter sent ahead of the ECON
Committee vote initially scheduled for 1 December 2015,
the coalition urged Members of the European Parliament
(MEPs) to vote in favour of several amendments which
would ensure that ESG risks are analysed, disclosed and
properly considered in pension funds’ risk assessment
and investment decisions, to the benefit of current and
future generations of IORPs beneficiaries. This effort
turned out to be a success when on 25 January 2016, the
ECON Committee voted for a compromise text largely in
line with our demands, indicating that the MEPs have
acknowledged the materiality of ESG risks for the long-
term financial performance of pension funds.

After a series of interinstitutional negotiation ‘trilogue’
meetings®which lasted from January to June 2016, and
continued efforts by the ShareAction-led coalition, an
IORPs Il compromise text was adopted at the end of June
2016. A major policy win for Eurosif and the other organi-
sations involved, was that the compromise text included
requirements for IORPs to consider ESG risks and risks
relating to stranded assets, and to explain how they
manage these risks in their statement of investment
principles.®® The text is due to be discussed and voted
upon in the European Parliament plenary in October
2016.

On 15 September 2015, Eurosif with the sponsorship of
Vigeo, held a policy seminar on “How can the European
Capital Markets Union harness the potential of Green
Bonds”. The seminar was a great success as we managed
to have an interesting and thought-provoking debate
on the role of Green Bonds in the current sustainable
investment arena. The event brought together a select
mix of participants from EU policy-makers, green bond
issuers and investors. Mr Aldo Romani, Deputy Head
of Funding at the European Investment Bank (EIB) in
his keynote speech highlighted that the growth of the
green bond market increased external scrutiny (in par-
ticular from investors), and thus issuer accountability.
The first panel analysed the current trends affecting
the European Green Bond market, whereas the second
one focused on the role of EU policy-makers and pro-
vided proposals as regards standards and metrics that
they can build policies upon, such as the Green Bond
Principles (GBP). Key take-aways from the seminar can
be accessed on our website at:

http://www.eurosif.org/wp-content/uploads/2015/10/
Green-Bond-summary-note-6.10.pdf

In December 2015, the European Commission launched
a public consultation on long-term and sustainable
investment, seeking to gather information on how insti-
tutional investors, asset managers and other service
providers in the investment chain factor sustainability
(ESG) information and performance of companies or
assets into investment decisions. After a thorough con-
sultation process with its constituency, Eurosif gave its
input on the consultation, stressing the importance of
key strategic points, such as:

Integrating ESG criteria in investment decisions guar-
antees a holistic view of companies’ performance,
helping to mitigate risks and identify investment
opportunities, very much in line with the concept of
fiduciary duty;

The increasing need for investors to rely on material
ESG data based on reliable and harmonised reporting
guidelines which take investors’ needs into account;
More transparency is needed for and from the players
in the industry in order to make the right connections
between investors’ needs and issuers’ interests.




European Commission (DG FISMA)
consultation on non-financial reporting
guidelines

In January 2016, the European Commission, seeking to
collect views on non-binding guidance on methodol-
ogy for reporting of non-financial information by large
companies, launched a public consultation, so as to be
able to provide further guidance and help companies
implement provisions laid out in several EU, OECD and
UN-based frameworks. Again, Eurosif provided its valua-
ble feedback to the EU regulator stressing in particular:

Non-financial information should focus on the mate-
rial aspects for a company, representing a true and
fair account of the way it does business and interacts
with different stakeholders.

The guidelines should determine the main issues
that are material for companies and investors, and
set specific minimum reporting requirements based
on reporting standards that companies are already
using.

Company KPIs and other reporting requirements
should be accompanied by disclosure of metrics, tar-
gets and objectives both quantitative and qualitative
and they should be directly correlated to the triple
bottom line.

In addition to responding to this consultation, Eurosif
issued a joint statement together with the Global
Reporting Initiative (GRI) highlighting our support for
the Commission’s initiative to develop non-binding
guidelines on methodology for reporting under the Non-
financial and Diversity Disclosure Directive. Our main
policy asks related to the respective guidelines were:

The guidelines should explain how sustainability
information is relevant for data users, especially
investors.

The guidelines should set out general principles and
key ideas, focusing on current practices by companies
The guidelines should clearly refer to already existing
and widely used corporate sustainability frameworks.

In September 2016, Eurosif was invited to a round of spe-
cialist interviews and a working group session, both held
by DG Fisma, in order to give further input on the guide-
lines expected at the end of the year.

Public CbCR: a much needed tool for
investors

Ahead of the launch of the European Commission’s pro-
posal on disclosure of income tax information by multi-
national corporations on 12 April 2016, Eurosif issued a
statement endorsing the Commission’s aims. Although
not immediately obvious, the issue of corporate taxa-
tion features high on the agenda of the investors’ com-
munity, particularly for long-term focused investors, as
represented by Eurosif.

As highlighted in our position on ChCR, issued in July
2015, Eurosif and its constituency understand the extent
to which a transparent tax system plays an invaluable
role in the promotion of economic growth, by support-
ing governments in achieving their missions, and mak-
ing the much needed infrastructure investments neces-
sary to ensure the right premises for stable growth and
advancement.

Task Force on Climate-Related Financial
Disclosures (TCFD) Consultation

Seeking to facilitate a discussion on the development
of a set of voluntary, consistent climate-related finan-
cial disclosures for use by companies across industries,
the TCFD launched its Phase | public consultation on
the subject at the start of April 2016. The survey aims to
gather input to guide the taskforce’s thinking through-
out the year as it develops recommendations to sup-
port the industry and enhance transparency. On 2 May
2016, Eurosif published its response to this consulta-
tion, available at: http://www.eurosif.org/wp-content/
uploads/2016/05/Final-response-31.04.16.pdf



CASE STUDY

Policy Case Study: ESG Disclosure

Article 173 of the TEE (Energy and Environmental
Transition) Law: an opportunity for ESG

Followingin the footsteps of COP21, the decree imple-
menting Article 173 of the Energy and Environmental
Transition Law was hailed by the SRI community as
the first example of the organisation of a direct link
between climate policy and its financing by the pub-
lic authorities.

This law differs from the multiple investor initiatives
prior to COP21 in two respects. The first is its bind-
ing character: it renders mandatory an obligation
that was often implemented on a voluntary basis.
The second aspect is its scope, which goes beyond
the single issue of climate change. This article offers
investors an approach to the issue of climate change
that is integrated into an ESG whole. This law pur-
sues a number of objectives. The first of these is pro-
moting ESG development to investors.

By requiring institutional investors to disclose their
SRI policy and to describe their methods and means
of analysis, it fosters ownership of such issues. A
number of medium-sized companies are going to
have to find out what ESG is.

But Article 173 goes further: by holding companies
to account for the impact of their SRI policies on
their investment strategy, it prevents any attempt at
making mere proclamations that will not be adhered
to once announced. Furthermore, it contributes to
raising awareness and disseminating the concept
of ESG risk. The notion that managing ESG issues is
a component of risk management has been making
headway for quite some time within industrial com-
panies and is already a part of daily operations for
the SRI community. It is particularly central to the
analysis methodology of asset management compa-
nies that are major SRI players (the OFI group being
one of them). On the other hand, for many institu-
tional investors this is an innovation and, regarding
this aspect, the law opens new avenues for the anal-
ysis of risks that the selection of particular securities
might pose to a portfolio. Furthermore, it is this risk
awareness that is initially included in climate change
considerations (the question of opportunities is also
incorporated into the law in connection with financ-
ing energy transition).

' Assel
Managermenl

The second objective is to encourage the safeguard-
ing of assets against climate change risks. This
objective corresponds exactly to that set out in 2014
by the Governor of the Bank of England in an e-mail
distributed to the insurance world. The law and its
implementing decree refer to physical risks and the
risks associated with energy transition.

The notion of physical risk is a relatively simple one
that is very familiar to insurers and re-insurers. The
physical risks resulting from climate change are pri-
marily those linked to rising temperatures leading to
the loss of crop-growing resources, extreme weather
events and higher ocean levels severely impacting
human life, which is 50% concentrated in coastal areas.

The notion of transition risk, which is new for many
institutional investors, is particularly interesting. It
refers to the fact that citizen pressure against the
use of energy derived from fossil fuels poses a sig-
nificant risk to those companies with business mod-
els that rely on this type of energy. The scenarios
laid out by the International Energy Agency describe
an energy mix by 2050 that is considerably differ-
ent from that of today, with a majority weighting of
renewable energy. This risk has deep political roots
and it could translate into regulatory changes (taxes
and prohibitions), or a redirection of fossil-energy
subsidies, as recently highlighted in a report by the
IMF.

The third objective is to get institutional investors to
participate in efforts promoting energy transition.

Investors are urged to identify investments hav-
ing a positive impact on the climate and to calcu-
late the percentage of their assets contributing to
energy transition. To the investor, this section of
the law provides a map of opportunities specifi-
cally offered by climate change, and, more broadly,
sustainable development. The objective is to stim-
ulate investment in energy transition. The IEA sce-
narios mentioned above involve a radical shift in
energy financing. Transition is impossible unless it
can be financed. This rests on the assumption that
the financial sector will begin moving toward a low
carbon economy.

>>>
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For those who are unfamiliar with SRI, this law intro-
duces a large number of innovations. Lawmakers
considered that a two-year period of time might
be necessary. Compliance is voluntary: comply or
explain is the rule. Provision is made for an evalu-
ation to be drawn up in 2018 and best practices will
then be identified. Until that time, much work must
be done by investors and asset managers since all
asset classes are concerned. So far, only two asset
classes would appear to have adequate coverage:
equities and real estate.

Eric Van Labeck
Head of SRI Research and Development

With this law, a first step - that of transparency - has
been completed on the investor side. As to the obli-
gations of companies, Chapter & of the Law requires
them to provide “disclosure on the manner in which
the company takes account of the social and envi-
ronmental impacts of its activity, including the
impacts of its activity on the climate and the use of
goods and services that it produces”. We very much
look forward to the issuance of the decree, which will
make it possible to evaluate the carbon impact of
activities from design right through to recycling.

Impact Investing

Impact investing continues to play a key role in the
SRI market, notably after the 21st UN Climate Change
Conference of the Parties (COP21) which concluded
with a landmark agreement, which set the framework
for further investment in low-carbon technologies and
infrastructure.

Eurosif has been tracking the developments of Impact
investing since 2012, expanding the scope in the last two
studies to include specialized niche investors. While the
core philosophy - to have a positive impact on sustain-
able developments - remains the number one motivator
for investors, the financial opportunity in returns that
this strategy represents is clearly highlighted in our find-
ings. This is a positive trend and very much in line with
the key characteristic of this strategy - Return expecta-
tions®. In the 2014 Study, we provided a table with the
definitions and key characteristics of Impact Investing®.

As with other SRI strategies, Impact Investment is influ-
enced by local financial market characteristics includ-
ing the mix of public and private capital. As in previous
editions of the SRI Study, the Eurosif survey does not
account for philanthropic and public money, but only for
actual investments made by professional private inves-

tors. Therefore, the figures presented here may be below
the real market rate.

Although the Impact Investing market is becoming ever
more innovative and sophisticated, challenges remain.
As revealed by the 2016 Annual Impact Investor Survey®,
the most significant challenges identified by market
players worldwide are related to the following issues:

appropriate capital across the risk/return spectrum;
high-quality investment opportunities (fund or
direct) with track record;

suitable exit options, innovative deal/fund structures
to accommodate investors’ or investees' needs;
common understanding of definition and segmenta-
tion of the impact investing market.

Inthis year's review, we have continued to track the main
factors that drive investors to choose impact investing,
while also looking at the barriers to this strategy. When
looking at the hurdles for investors, we continue to see
(as we have been tracking it since 2011) the lack of via-
ble products and options. Investors are looking for pos-
sibilities to scale and match the institutional minimum
investment sizes, while having a track record and invest-



ment characteristics that match their asset allocation
constraints’. The risk concerns are very much linked to
the lack of metrics, which can hamper comparability with
repercussions on the investors' due diligence process. In
this sense, the role played by policy makers is key. In
line with the Commission’s Single Market Act, the pol-
icy makers are exploring how private investment funds
might help investors and social businesses better reap
the benefits of the single market™. This involves a spe-

Figure 16: Incentives for impact investing

cific focus on removing any unintended barriers within
EU fund rules to the efficient channelling of investments
into social businesses. As part of the Capital Markets
Union, the Commission has focused its attention on
speeding up and scaling up such investments.

After launching a Public Consultation on the review
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ulations in September 2015, the European Commission
issued a Proposal for amending the existing Regulation.
This would extend the range of managers eligible to mar-
ket and manage EuVECA and EuSEF funds, increase the
range of companies that can be invested in by EUVECA
funds, and thus make the registration and cross border
marketing of these funds easier and cheaper?®.

The impressive growth in impact investing, that was
already commented on in the previous Study and which
has been on-going for the last four years, continues to
evolve at an equally rapid pace. With a growth of 385%
in the last two years, and a CAGR of 120%, it is clear that
impact investing is here to stay. In fact, it's set to expo-
nentially gain traction as part of the more established
SRI strategies.

Figure 18: Growth of Impact Investments in Europe
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Figure 19: Growth of Impact Investments by Country
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At a country level, the Netherlands remains the big-
gest market with €40 billion, very closely followed
by Denmark with over €31 billion. At €4.5 billion, the
UK also registers a very significant growth, despite
this year's poor response rate from the key players.
Furthermore, it is worth mentioning that philanthropic
and public money - which are key sources of funding
to the UK social enterprise market - are not tracked, in
accordance with the Eurosif methodology.

Green Bonds

According to the International Capital Market
Association™ (ICMA)'s definition, Green Bonds are ‘any
type of bond instrument where the proceeds will be
exclusively applied to finance or re-finance in part or
in full new and/or existing eligible Green Projects and
which are aligned with the four core components™ of
the Green Bond Principles” (GBP). They are investment
vehicles, which fall under a main set of categories:

Asset backed Tied to a specific green projects,
e.g. infrastructure project

Issued by a green company
Development, international, other
financial institution

EIB, KfW

Corporate bonds
Bonds issued by

Sovereign or
Municipal bonds

Figure 20: Green Bonds Value Chain
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Because of their environmental focus, Green Bonds can
also feature as part of sustainability themed funds and
they are considered as such by some investors in dif-
ferent European member states. However in the Eurosif
Study, and in view of the methodological approach that
falls under the definition of GBP, they are considered
part of Impact Investing.

While Green Bonds are so far mostly governed by volun-
tary guidelines, market expectations for information on
the use of proceeds are high. Issuers must be very clear
on what the outcome of the green project concerned
will be and how they will measure the impact. In order
for Green Bonds to really take off, the corporate sector
has to feel confident it can endorse it. Investors need to
have a clear set of recognised standards and rules that
determine what Green Bonds are to add credibility and
avoid ‘green washing'.

Today, there are two important market-led self-regula-
tory initiatives on the green bond market, i.e. the GBP”
and CBI®, Stakeholders consider these two initiatives
as complementary, rather than mutually exclusive. GBP
have around 200 different market participants and, since
their first edition in 2014, have undergone reviews. The
most recent 2016 update focused on the transparency
challenges, increased the online resources for issuers
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and external reviewers, set up new categories for use
of proceeds, and clarified issuer reporting requirements
and external reviews. Clarity around the reporting is the
most sensitive for investors, who need to be able to have
tools in place to measure the impact and validate the
credentials of the bond.

The green bond value chain entails a very complex eco-
system which involves several players. A second party
opinion market has rapidly emerged for the assessment
of the greenness of a project or the provision of labelling
services and monitoring of the use of proceeds. This con-
sideration also comes on top of the fact that investors
are going to be looking at the overall wider ESG consider-
ations of the issuers. In this respect, investors can do a lot
to further engage companies to keep on improving their
ESG performance, by focusing on the issues most rele-
vant to them. A report issued last year by Euromoney?,
asking investors about what they really need from Green
Bonds, said the most useful tool to analyse Green Bonds
credentials has indeed been the screening carried out
by internal CSR research teams. As expectations on the
quality of the reports provided by the second party opin-
ions continue to increase, it is important for the qual-

Size of the market and Corporate Green Bonds:

Figure 21: Top 10 countries for Climate-Aligned Bonds
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ity of these reports to be perceived as generally good
and to be respecting a robust methodology, able to meet
at least the basic requirements of most investors. This
issue is consistent with the general demand for a defi-
nition of what is green. Although not all investors would
advocate for asset definition, preferring to let the market
develop, instead of imposing set parameters. However
it is important for the market to develop in a sustaina-
ble way, to ensure a level playing field that clearly out-
lines the boundaries for all the players. So far, investors
seem to be content with the flexibility provided by the
Green Bond Principles (GBP). Another important element
is the divergence between the supply and demand for
Green Bonds and identification of blocking factors in this
respect. Investors are also still in need of further clarity
when it comes to asset classes.

As predicted by analysts, the total Green Bond issuance
in 2015 amounted to over $40 billion® and volumes
issued by corporates exceeded the volumes of the SSA
(supranational, sub-sovereign and agency) sector for
the first time.®” What's more, 2016 Green Bond issuance
has already reached $44 billion (as of 9 August 2016) and
the CBI estimates that it could reach $100 billion.??
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Bonds and Climate Change: the state of the market in 2016 - pages14 and 15
https:/ /www.climatebonds.net/files/files/CBI%20State%200f%20the%20Market%202016%20A4.pdf



Until 2012, the Green Bond market was dominated by
Multilateral Development Banks (MDBs), but now the
market is characterised by a wide variety of new issuers.
As a matter of fact, the last four years saw a more active
participation from private sectors issuers, including
corporates and banks. However, despite its rapid and
substantial growth, the Green Bond market still repre-
sents only a small percentage (less than 1%) of the total
bond market, estimated at $100 trillion®. There's a long
way to go before it reaches the scale needed to address
climate change and the other pressing environmental
issues.

Initially driven by issuers, in particular Multilateral
Development Banks (MDBs), the Green Bond market
has reached a new level of maturity. Now, both inves-
tors and policy-makers have a key role to play - inves-
tors by driving further improvements in the quality and
accountability of green bond issuance via scrutiny and
active engagement, and policy-makers by adopting pol-
icies that acknowledge the value of Green Bonds and
further promoting this market segment. The European
Investment Bank (EIB), the EU Bank, pioneered the Green
Bond market in 2007 by issuing the first bond with a
transparent allocation of proceeds to climate action.

The EIB and Green Bonds

The EIB's Climate Awareness Bonds (CABs) have their
proceeds earmarked for allocation to eligible renewa-
ble energy and energy efficiency disbursements. The
project evaluation and selection involves a thorough
process of environmental and social due diligence,
an audited tracking, allocation and reporting system
ensuring the delivery of relevant and reliable infor-
mation on the flow of eligible disbursements, as well
as the expected impact of the recipient projects. EIB's
activity in the area of Green Bonds has been linked to

key policy developments like the EIB's first green bond
issue, which came in response to the EU’s Energy Action
Plan. Other important pieces of EU guidance and legis-
lation historically influencing EIB's green bond issuance
include the Financial Services Action Plan 2005-2010,
the Prospectus Directive (the first CAB tested the pass-
porting mechanism in the whole EU for the first time)
and the Luxembourg Law on Dematerialised Securities;
In response to investors’ demand for liquidity in the
Green Bond market, in 2013 EIB adopted a benchmarking
approach, which helped to raise the profile of the mar-
ket. In 2014, Green Bonds gain traction: the Green Bond
Principles emerge as voluntary guidelines and backbone
of governance structure for the Green Bond market; sev-
eral MDBs commit to promoting the sustainable growth
of the green bond market through a joint statement on
climate finance, and the role of ‘climate bonds' is explic-
itly recognised at the 2014 UN Climate Summit. In March
2015, EIB publishes its 2014 Climate Awareness Bond
(CAB) Newsletter in concomitance with the presentation
of the 2015 Green Bond Principles (GBPs) and the pro-
posal of a harmonised framework for green bond impact
reporting initially developed by AfDB, EIB, IBRD and
IFC. The Newsletter discloses the details of EIB's Green
Bond practice, outlining its alignment with the Green
Bond Principles, and includes detailed impact reporting,
applying the proposed harmonised framework for the
first time. The three documents together highlight the
motors of progress in the Green Bond market: minimum
requirements, open market discussion on best practice,
and leadership by example. In October 2015, the EIB CAB
Newsletter becomes semiannual and links for the first
time project allocations to individual bonds. This is an
important development in Green Bond best practice by
the EIB, as transparency and accountability are key top-
ics in the run-up to COP21. In April 2016, the EIB pub-
lished its 2015 CAB Newsletter.




SPECIALIST VIEW

The European Investment Bank (EIB)
Green Bonds should be seen more as a process than
as a product. Originally intended to serve mainly
capital market objectives, in 2015, green bond issu-
ance became an autonomous strategic goal of the
EIB's Corporate Operational Plan 2015-2017. Lack of
commonly accepted climate finance tracking defi-
nitions, project assessment methodologies and
reporting formats still limits comparability and com-
patibility of climate action data from different issu-
ers even when transparent tracking and allocation
procedures exist.

The growth of the Green Bond market has increased
external scrutiny (in particular from investors), and
thus issuer accountability, fostering the public dis-
cussion on common metrics and the transparency of
accounting and reporting frameworks. More engage-
ment by external stakeholders is incentivising better
and more comparable reporting, which in turn creates
peer pressure on issuers to improve practices, contrib-
uting to the establishment of assessment standards
and the convergence of assessment rules. All these
developments have increased the public visibility of
the green bond market, and should help its recogni-
tion in the policy arena. Inter alia, the official recogni-
tion by policy-makers would help to develop this mar-
ket by increasing the opportunity costs for non-issuers
(i.e. the cost linked to the negative public perception
associated with not issuing Green Bonds).

Recent governance improvements (GBP) have
increased investors’ trust in the value of Green
Bonds and helped the development of ad hoc invest-
ment policies which are increasingly driving the
market; corporates and municipalities have become
key market players; there is increasing attention to
sustainable transport and infrastructure, increas-
ing issuance in emerging markets (China, India), an
increasing number of standard proposals (e.g. CBI),
increasing diversity of market players and products
(e.g. covered bonds, green project bonds, munici-
pality bonds), and a lot of room for growth. EU pol-
icy-makers need to create incentive mechanisms to
facilitate scale in the Green Bond market with a view
to helping to bridge the current gap in sustainability
financing.

Green Bonds: ongoing engagement for more
credibility in environmental finance

The idea of Green Bonds is simple: the proceeds are
allocated exclusively to projects with environmen-
tal benefits, based on clear eligibility criteria whose
application can be monitored by investors. They thus
promote reporting by policy objective and live up to
both increasing demand for impact investment and
increasingly demanding regulatory requirements
with regard to transparency, accountability and com-
pliance in the context of the Paris agreement.

Figure 22: Growing volumes of issuance
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SPECIALIST VIEW

In the most popular format, ‘green use of proceeds
bonds', the use of funds is not ‘back-to-back’ - the
investor's risk lies with the issuer, and cash flows
do not differ from those associated with the issu-
er's conventional bonds. The link between the bond
proceeds and the environmental projects is estab-
lished by the issuer via, on the one hand, ad-hoc
administration, which enables reliable allocations
to actual eligible disbursements using a trustwor-
thy record keeping to match in- and outflows; and,
on the other hand, ad-hoc reporting, which enables
external monitoring of the allocations as well as of
the expected impact from the recipient projects.

Higher volumes of issuance (see figure 22), fostered
by increasing investor demand and facilitated by
inclusive guidelines (the Green Bond Principles,
“GBP") elaborated by the market at large under
coordination of the International Capital Markets
Association (ICMA), enable greater transparency,
which in turn motivates issuers to improve the qual-
ity of their assessment, allocation and reporting
practice incrementally.

In this virtuous circle, public monitoring and peer
pressure play an important role. Comparability, relia-
bility and standardization of Green Bond information
for the relative assessment of issuers and projects
are thus essential for both the sustainable growth of

Figure 23: Green Bonds as process
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A due diligence has made capital markets aware of
the deficiencies that affect environmental finance in
these areas, notably: the lack of a single set of envi-
ronmental finance tracking definitions; the absence
of common impact assessment methodologies (nota-
bly with regard to GHG-emission calculations), often
exacerbated by the absence of joint data sets; the
unavailability of shared impact reporting principles.
“Second party opinions” have provided an interim
response to the quest for trustworthiness, but are
themselves affected by the lack of reference stand-
ards. An exhaustive, standard description of the core
features of a Green Bond is still far from customary.

EIB's contributions (see figure 23) are part of an active
and constructive dialogue among capital market and
projects experts on how to improve the status quo.
The challenge (see figure 24) lies, first, in the itemi-
zation of shared holistic taxonomies for each of the
GBP-pillars (use of funds, project selection process,
management of proceeds, reporting) and, second,
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lead to easier choices.
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SPECIALIST VIEW

Important progress has beenachievedinthe 2016 GBP,
which reference the IFI-Framework for RE/EE-impact
reporting harmonization (“IFI-Framework”) and an
External Review Form. Further work is ongoing within
the GBP in the following areas: centralization of
issuer information in ICMA’s online resource center;
harmonization of use of proceeds taxonomies; col-
lection of project selection standards; adaptation
of the IFI-Framework to the needs of non-IFl issu-
ers; extension of the IFI-Framework to other climate

action areas; joint development of a synergic opera-
tional framework by markets and official authorities
(in primis: European Commission, who is establishing
an Expert Group on Green Finance, PRC and Germany,
who hold the G20 Presidency in 2016 and 2017, and
France, who has recently announced the intention to
issue the first sovereign Green Bond in 2017).

Aldo M. Romani

is Deputy Head of Funding - Euro at EIB and

Dominika Rosolowska

is Capital Markets Officer - Americas, Asia, Pacific at EIB

Figure 24: The challenge of standardization

ESSENTIAL
FEATURES

* The features that the .
market at large
requires in a Green
Bond

» Already established via
the GBPs (GBP-Pillars:
use of proceeds, project -«
selection process,
management of
proceeds, reporting)

TAXONOMIES

The inclusive item lists
detailing the GBP-pillars
from which individual
stakeholders can select
the items reflecting their
preferences

Currently under discussion in
the GBP-WG

.

EVALUATION-
STANDARDS

The exclusive item lists
detailing the sole
features which
individual stakeholders
require in a GB
Currently under
clarification to reflect with
precision stakeholders’
different preferences




EIB's contributions to the development of the Green

Bond market

07/2007: EIB's Climate Awareness Bond is the first
ever Green Bond, which remains a niche funding
instrument until 2012;

2014: extensive due diligence of EIB's Green Bond
administration involving all relevant services -
project assessment, back-office, treasury, legal,
accounting, risk management, capital markets, etc.;
Q1/2015: upgrade of Green Bond administration;
27/3/2015 (upon announcement of the 2015 GBPs):
a) disclosure of new GB-administration; b) pub-
lication of a first proposal for Green Bond impact
reporting harmonisation, a joint initiative of AfDB,
EIB, IBRD and IFC, initially drafted and coordinated
by IBRD; c) publication of EIB's first impact report in
accordance with such proposal;

04-11/2015: EIB involves seven additional IFIs (ADB,
AFD, EBRD, FMO, IDB, KFW, NIB), collects their views
and drafts a revised proposal for Green Bond impact
reporting harmonisation;

2/12/2015: publication of the revised proposal (the
“IFI-Framework”) with the support of all institutions
involved; http://www.eib.org/attachments/fi/infor-
mationonimpactreporting.pdf

2-4/2016: EIB coordinates the GBP working groups

on:

- impact reporting, launching a consultation
among the GBP-issuer members, which confirms
the IFI-Framework’s adaptability to the needs of
all issuer categories;

- external review, clarifying the scope of differ-
ent forms of external review as well as adopting
the first External Review Form (ERF) itemizing
GB-core features;

16/6/2016: explicit reference in the GBP to the IFI-
Framework and to the ERF;
27/9/2016 EIB publishes a “CAB statement” describ-
ing in detail its GB-activities in 2015 (manage-
ment responsibilities, operational criteria, allo-
cation/impact reports) and accompanied by an
Independent Reasonable Assurance Report (IRAR)
by KPMG Luxembourg including a standard ERF,
thereby establishing a new best practice. On the
same date, a dedicated Green Bond platform is
announced at the Luxembourg Stock Exchange and
the IRAR is uploaded onto its improved security
cards.

http://www.eib.org/attachments/fi/

cab-statement-2015.pdf

5/10/2016 ICMA posts EIB's IRAR on its online

resource center.

http://www.icmagroup.org/Requlatory-Policy-and-

Market-Practice/green-bonds/

gbp-resource-centre/




Social Bonds

As we analysed the rapid development of the Green
Bond market, another bond market aimed at projects
with a social objective or, so far, with a combination of
both social and environmental goals, also started to
emerge. Because of a certain degree of similarity when it
comes to denomination, investors still need some guid-
ance. Due to the fact that issuers may still intend for the
proceeds to be applied to both social and green pro-
jects, it is all the more important for investors to receive
proper guidance and information in order for them to
fully understand the implications®.

Under its Green Bond Principles, the International
Capital Markets Association has set out guidelines for
and a definition of Social Bonds: “Social Bonds are any
type of bond instruments where the proceeds will be
exclusively applied to finance or re-finance in part, or
in full, new and/or existing Social Projects as defined in
this document, and which follow the four core compo-
nents of the GBP (use of proceeds, process for project
evaluation and selection, management of proceeds, and
reporting), as well as its recommendations on the use of
external reviews"®,

At the time this report was being written, the Social
Projects categories had been presented in a non-ex-
haustive list: affordable basic infrastructure, access to
essential services, affordable housing, food security,
employment generation, socio-economic advancement
and empowerment.

The Social Impact Bonds are designed to address sys-
temic issues that make services ineffective for the most
vulnerable and marginalised communities. A Social
Impact Bond is essentially a public-private partner-
ship, funding effective social services through a per-
formance-based contract. The partnership is based on
a private investment which is used to develop, coor-
dinate, or expand effective service programs. In case
the program does not reach its expected outcomes,
no payments have to be made for unmet metrics and
outcomes.®

Since the world’s first Social Impact Bond was issued
in the UK (Peterborough) in September 2010, the Social
Impact Bond market has evolved considerably. Notably,
almost 60 projects linked to Social Impact Bonds have
been launched in 15 countries (as of June 2016) which
raised over 200 million USD in capital. From these pro-
jects, 22 have reported performance data, 21 have indi-
cated positive social outcomes, 12 have made outcome
payments and 4 have fully repaid investor capital.*

In parallel with the Green and Social Bond market,
another distinct but interconnected type of bonds has
emerged - the sustainability bonds. Sustainability bonds
are seen as an overlap between Social and Green Bonds,
including either type of transaction or a combination of
both. As a hybrid, sustainability bonds can raise capital
for both green and social objectives. For instance, pro-
ceeds from sustainability bonds issued so far have been
used to finance energy efficient buildings for disadvan-
taged people, clean public transport, social housing,
or education, youth and employment projects.®*® HSBC
estimates that social and sustainability bonds reached
almost $15.6 billion in issuance in the first four years of
their existence.”

Under current market conditions, Social and Green
Bonds provide investors with environmental and social
benefits without sacrificing on financial returns. For issu-
ers, they impose higher reporting costs but no reduc-
tions in the cost of capital. While issuers seek reduced
financing costs for their Social and Green Bonds, inves-
tors look for high returns on investment, comparable to
those of conventional bonds. Therefore, some players
have argued that green and social bonds should receive
a more favourable prudential treatment (e.g. through
the EU Solvency Directive). By aligning the interests of
issuers, investors and society, regulators would help the
Green and Social Bonds market to develop and reach the
scale required to affect significant change.*



INTERVIEW

Interview with Paolo Capelli, Head of Risk Management

at Etica SGR.

ESG analysis: a tool for controlling and reducing
portfolio risk

Can ESG analysis make a tangible and measurable
contribution to controlling the financial risks of port-
folios? To what extent and in what way?

We interviewed Paolo Capelli Head of Risk
Management at Etica SGR, the asset management
company of Banca Popolare Etica Group, the leading
Italian player in the SRI sector.

1) At Etica SGR, you have developed a model to
measure ESG risk. What does this term mean?

ESG risk means risk arising from factors associated
with ESG issues, i.e. related to environmental, social
and governance issues, which have an impact on the
performance of securities held in fund portfolios.

2) How does this model work?
Our method breaks down into four key points.

The first involves our Research Area, that is to say our
team of analysts, which selects companies within the
investment universe of our funds and assigns them
an ESG score. This initial aspect does not identify a
strictly financial risk, but is definitely a valuable part
of identifying and avoiding reputational threats. This
is important, given that in some cases, reputational
damage to a company can reduce the value of its
equities and bonds, a correlation that is particularly
clear in the case of small and mid-caps.

The second aspect regards ESG scores assigned to
the various companies. These scores are used to
calculate the weighted average score of each fund,
representing a judgement on the ESG quality of the
portfolios and not a risk measurement in its strictest
sense.
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The third aspect relates to the estimated financial
loss of the equity portfolio, under stress and via
Value at Risk (VaR), due to ESG risk factors alone.
Using our model, we estimate that the risk of the
ESG component alone amounts to around 5-10% of
the overall risk. We regard this as a very significant
result.

The final point relates to the creation of a purely sta-
tistical proprietary metric that is closely correlated
to financial risk. In other words, starting with the
concept that a measure of the disorder of a system
is an estimate of its risk, we use a function based on
the level of the ESG scores and their distribution in
the fund portfolios. The result is very interesting: at
sector level (not for each individual security), there
is a strong statistical correspondence between the
ESG risk thus expressed and the financial risk, first
broken down into undiversified VaR.

3) So there is a correlation between good ESG
selection and reduced financial risk?

Precisely. The results of our analysis seem to sup-
port the view that, for the funds of Etica SGR, the
traditional assumption of moderate financial risk
goes hand-in-hand with the decision to allocate in
an investment universe of companies with high ethi-
cal value, that is to say with high ESG ratings.

Paolo Capelli,
Head of Risk Management at Etica SGR.




Transparency in SRI through European
Labels
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The Eurosif Transparency Code

Tracing its roots back to the European Transparency
Guidelines unveiled in 2004, the Eurosif Transparency
Code was first launched in May 2008 by Eurosif and its
national member SIFs to increase the accountability and
transparency of SRI products to users.

Its driving principle is that asset manager signatories
should be open and honest, disclosing accurate, ade-
quate and timely information to enable stakeholders -
in particular retail investors - to understand the policies
and practices of a given socially responsible investment
(SRI) fund.

The Code focuses on SRI funds distributed publicly in
Europe and has been designed to cover a range of asset
classes, such as equity and fixed income.

GUIDING PRINCIPLE

Signatories to the Code should be open, honest and
disclose accurate, adequate and timely information to
enable stakeholders, in particular consumers, to under-
stand the ESG policies and practices of the fund. In the
updated version, the objectives remain:

1. To clarify the SRI approach of publicly-available
funds for investors in an easily accessible and com-
parable format.

2. To strengthen a self-regulation that contributes to
the development and promotion of SRI funds by set-
ting up a common framework for transparency best
practices.

To better reflect industry developments, the new ver-
sion includes a more compact and investor-friendly
document with fewer sections and fewer questions.
Better comparability of answers through sub-questions,
drawn from the previous Guidance Manual, is designed
to enhance the standardisation and the precision of the
answers.

Over time, the Code has had an exponential growth,
peaking in 2015. This growth confirms a rising interest in
the Code, linked to Eurosif's brand and the recognition
of the guidelines’ value in terms of promoting the sus-
tainability of SRI products.

Figure 25: Evolution of signatories over the last three years up until September 2016
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Labels in Europe

The rise in SRI products over the last decade has been
matched by a growth in the development of labels, espe-
cially in the past two years and in the wake of Article
173°" and COP21. Their aim has primarily been to inform
investors of the characteristics of the products they were
buying but the labels also foster a better understanding
of what is meant by SRI and what the products are actu-
ally able to deliver. In Europe, the labels can even exist
on a governmental level. In that respect, some coun-
tries, like France, are experimenting with SRI labels at

a governmental level. Meanwhile Austria has examples
of products that were established over 10 years ago®.
Finding their origins in the Eurosif Transparency Code,
many of these labels have been transposing its criteria
as part of their methodology. In this Study, we describe
the relevance of a clear reference in allowing the indus-
try to thrive in a transparent way.

The following list gives a partial overview of the vari-
ous labels and awards that are currently available for
investing:

CODE DE TRANSPARENCE EUROSIF

o
F"‘f r El.'l'lS parent / ‘

Source: Candriam Investors Group - SRI Labels in Europe: What to choose

Last Novethic ISR and Green labels attributed in 2015 can be used by some fund until the end of 2016.



ESG Integration: choosing the right
approach

Integration is the explicit inclusion of ESG factors by
asset managers into traditional financial analysis. The
strategy has become one of the most readily adopted
SRI strategies and at least for the past five years, over
80% of the respondents to the Eurosif questionnaire
have indicated that they have a formal integration pol-
icy document. Due to the significant lack of clarity in
the perimeter of the integration of ESG factors, it still
remains very difficult to assess the extent to which one
can actually compare strategies that fall under the same
denomination. In the 2014 Study, Eurosif attempted
to devise categories® that could be used to ‘frame’
the Integration approach applied by asset managers.
However from this year’s findings, we were able to esti-
mate that there are still too many unknown variables
that play a role and significantly influence the practices
of integration. We therefore concluded that the concept
of integration remains a challenge to determine and its
understanding varies from one country or asset man-
ager to the next. A big part of the equation, of course,
remains the asset owners. They can exert influence on
their asset managers in determining and monitoring the
ESG quality of their portfolio by requesting reports from,
or making ex-post assessments of, their ESG character-

Figure 26: integration Practices

B Ex-post ESG Assessment of
Portfolios/Funds

B No Ex-post ESG Assessment of
Portfolios/Funds

istics. It is encouraging to note that there is a good ratio
of ex-post ESG assessments (see figure 26) and this is in
line with the rising trend also tracked by the Novethic
2015 review of responsible investors in Europe, which

refers to an increase by 3% between 2014 and 2015%,



CASE STUDY

Strategy Case Study: ESG Integration

The integration of environmental, social and gov-
ernance criteria (ESG integration) is an investment
process gaining momentum, not only in Europe, but
across the globe.

This is based on the conviction that it is impera-
tive to reconsider traditional financial analysis and
look at companies from a holistic point of view. The
objective is to take into account all stakeholders that
may be impacted by a company’s economic activity.

ESG integration is about more than just gaining a
clear conscience, it is about unlocking long term
economic and social value. As Marc Carney, the
Governor of the Bank of England, has mentioned
“Alongside major technological, demographic and
political shifts, our very world is changing. Shifts in
our climate bring potentially profound implications
for insurers, financial stability and the economy.”

The financial industry has come to realise the impor-
tance of tackling ESG issues as part of the financial
valuation of a company.

However, there are still some hurdles to integrating
extra-financial criteria into an investment process.
These include access to information, materiality of
criteria, forward looking data and reliability of data.
Nevertheless, the progress that has been made
over the past three years in improving knowledge
and expertise is impressive. It has resulted in an
enhanced ESG integration methodology.

ESG integration is also a pragmatic answer to some
biases of traditional restrictive SRI approaches.
Although access to information has improved sub-
stantially - thanks notably to stricter regulation -
the bias towards larger market capitalisations tends
to persist. After all, the latter are better placed to
perform well in terms of extra-financial criteria than
their smaller peers.

O~ Degroof

A Petercam
Materiality

Materiality is a major challenge as analyses primarily
focus on criteria which are the most likely to have
repercussions on a company’s performance in the
mid to long term.

Therefore, the challenge consists of reconciling two
time horizons: investors' short-term quest for per-
formance on the one hand; and on the other, the
materiality of ESG challenges, which are more geared
towards the mid to long term.

Added value

The media are constantly reminding us that we live in
a global and interconnected economy. Therefore, it is
no longer possible to single out one specific element
which would then be autonomous and independent
of any other external influence. Putting a company
in a global context makes sense when establishing
a qualitative and fundamental analysis of its value
and future potential. All economic stakeholders, no
matter what level they are at, need to address mac-
ro-economic challenges such as demographics, cli-
mate change and resource scarcity.

France's recent willingness to implement a CO2 floor
mechanism and its impact on CO2 price is a relevant
example of how investors have reconsidered tradi-
tional financial analysis. Companies’ fundamentals
should be reviewed within a global long-term frame-
work in order to guarantee the sustainability of this
‘new finance’, which will eventually be characterized
by greater stability, not only on the micro level, but
also on the macroeconomic level.

Ophélie Mortier
Responsible Investment Strategist




Key Features of

the European Market

Characteristics of investors

In the past two years, the registered growth of SRI has
witnessed a variety of interesting and changing patterns
across Europe, in terms of the players and the types of
investments. For instance, looking at the split between
retail and institutional assets, we note a significant
increase in favour of retail investors who seem to be
taking the lead - at least in some countries.

The country breakdown clearly illustrates the extent of
this changed scenario. Belgium shows the most impres-
sive increase in the retail market, which has clearly over-
taken the institutional side. In fact, throughout Europe
the retail side has witnessed an interesting growth
mainly due to the launch of new products by asset man-
agers and growing trend to focus on private clients, like
High Net Worth Individuals (HNWI) in the last two years.

Figure 27: SRI asset breakdown by type of investor 2011-2015
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Figure 28: Retail/Institutional breakdown by country
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Figure 29: SRI asset allocation by country
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Figure 30: Breakdown of European SRI bond assets
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Figure 29 shows the SRI asset allocations by country
and provides an asset-weighted European average. At a
European level, equities represent over 30% of the SRI
assets in December 2015, a significant decrease from last
year's 50%, and bring us back to the 2011 and 2009 lev-
els. Of note, there is a sharp increase in bonds, at 64%
from the 40% registered in December 2013. Looking in
more detail at the bond allocation, we notice that cor-
porate bonds increased significantly by over 142%% to
this year's 51%.

Similarly, sovereign bonds went from 16.6% to a remark-
able 41.26%. This staggering growth is a reflection of the
more prominent role played by Green Bonds. As many
private sector banks joined the ranks of green bond
issuers, they have made a significant impact on growth -
together with other corporate issuers, they contributed
an additional €10 billion of new issues out of a total
market of €39 billion in 2015%.




Market drivers and future trends

As part of our survey, we asked our respondents to list
what elements they believed held more potential to
stimulate the industry growing further. This exchange
fostered a debate around the present and future needs
of the different players and which of the main drivers
were key ones. It is interesting to note how the strong
pull from institutional investors has virtually doubled
since 2012, showing the extent to which this investors’
class retains the power to shape the industry. The slight
decrease in the degree to which external parties (NGOs,
media,...) can influence the debate just proves that the
industry is becoming increasingly mature and that the
endogenous drivers are the strongest ones. Materiality
consistently remains a key aspect for investors. We are
hoping that the regulators, today so involved in direc-
tives that carry key value in this sense, will do much to
respond to their needs.

This year we asked our respondents to explain the main
drivers and deterrents to their SRI strategy work. What
follows is a compilation of answers that gathers the
main sentiment among SRI professionals.

The leading role played by fiduciary duty as a main driver
for SRI sends a very strong message for policy makers.
In the fiduciary duty debate, fund managers have come

to see fiduciary duty as a deterrent to ESG criteria incor-
poration into their investment process. A critical piece
of evidence for this argument is the lack of consistency
in the correlation between non-financial indicators and
fiduciary duty. In December 2015, Eurosif issued its pol-
icy position for regulators on the Capital Markets Union
Action Plan, as a follow-up to the Manifesto published in
May of the same year. One of the main recommendations
made was in favour of a clear definition of fiduciary duty
as including ESG issues. As climate and wider ESG risks
are material to business, we believe that acting in the
beneficiaries’ best interest means having a long-term
approach to business and fully factoring in ESG issues in
investment decisions”.

Concerning the top deterrents to SRI for investors, we
find that the top reason is linked to a theory that can
now be considered largely disproved: the concern that
integrating ESG factors in the investment strategy could
negatively affect returns. In second place, we find the
lack of viable products. This is potentially linked to a
bigger concern for the industry regarding the future of
the European retail demand for SRI, which as we argue in
this report, offered interesting pockets of growth across
EU members states over the past two years.

Figure 31: Drivers of SRI demand
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Figure 32: Deterrents to SRI strategies
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Figure 33: Drivers to SRI strategies
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Summary and Conclusions

Some of the main growth trends highlighted in the pre-
vious SRI Study have been reaffirmed in this edition, but
there have also been some interesting shifts. Growth is
consistent across all strategies at the European level,
with rates ranging from 30% for Engagement and Voting,
up to 385% for Impact Investing - still confirmed as the
fastest growing SRI strategy this year and at €20 billion
in 2013.

Perhaps the most interesting shift is linked to
Sustainability Themed, which this year registers the
spectacular growth of 146%, after being the slowest
last year with a growth rate at 22.6%. A series of high
level events and international agreements have pushed
sustainability themed investments to feature heavily in
investors' strategies. The preferred themes relate mostly
to energy efficiency and renewable energy, very much in
accordance with the Global Climate Conference (COP21).

Exclusions® is still the dominant SRI strategy with
over €10 trillion, demonstrating strong growth at 48%.
Switzerland continues to definitively lead the way with
€2.5trillion, while the UK registered the highest growth at
296%. If one only considers voluntary exclusions related
to investments in cluster munitions and anti-personnel
landmines (CM&APL), this makes up about 80% of total
exclusions, whilst other types of exclusions make up
over 21% of the total exclusion figure.

TABLE 3: Market Growth by Strategy

Norms-based screening is the second most significant
SRI strategy with over €5 trillion AuM and a growth rate
of 40%. This strategy's growth is noticeable beyond the
borders of the Nordic region, where it has been popular
foralong time, with peaksin France and the Netherlands.

Engagement and Voting follows quite closely in terms
of popularity with AuM at over €4 trillion and a steady
growth of 30%.

In terms of the characteristics of the players, although
institutional investors still lead the market, this year
we registered an interesting growth in the retail sector,
which went from 3.40% to 22%, signalling an important
shift mainly in countries like Belgium where private
investors and the developments of new financial prod-
ucts are making a change.

The asset allocation distribution registered a signifi-
cant decrease in equities, now at 30% of the total SRI
assets down from last year's 50% and back to the 2011
and 2009 levels. There was a sharp increase in bonds,
which was worth noting at 64% from the 40% registered
in December 2013. This rise correlated with the surge
in Green Bonds, underlining the climate concerns that
were intensified by events such as the Paris Agreement.

In € million Impact Sustainability Exclusions Norms-based Best-in-Class ESG Engagement  EU Industry
(EU 13) Investing Themed Screening Integration and Voting  (EFAMA est.)
2013 20 269 58 961 6 853 954 3633 7% 353 555 1900 040 3275930 16 800 000
2015 98 329 145 249 10 150 595 5087 774 493 375 2 646 346 4270 045 21000 000
CAGR 120% 57% 22% 18% 18% 18% 14% NA
Growth 385% 146% 48% 40% 40% 39% 30% 25%



The table below presents a total sum of each individual strategy per country and the total of all strategies
grouped together without overlap.

Countries Best-in-Class Sustainability Norms-based ESG  Engagement Exclusions (All) Impact  All strategies
Themed Screening  Integration and Voting Investing combined
Austria 8153 271 7920 1363 3791 42 736 323 52184
Belgium 17 542 275 50 426 90 384 45 645 253 946 340 315900
Denmark 15 5232 261776 63 149 227 651 305109 31500 118 376
Finland 439 656 111 868 44210 46 711 138 422 L4t 67 978
France 321984 43 065 2 650 582 338170 38 500 666 215 1138 3121081
Germany 21088 8 157 15 379 27733 31880 1803 473 4763 1786 398
Italy 4058 2 064 565 607 45008 43303 569 728 2927 616 155
Netherlands <ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>