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Introduction

2022 Fund ESG Ratings

To help our clients identify whether ESG is appropriately embedded within their investments, we conduct
an annual rating of all our clients’ funds, and in this report we publish a summary of our findings of this
year’s assessment and compare to last year.

As part of this year’s review we have analysed detailed information provided by 63 managers covering
255 funds to understand their current approach towards incorporating ESG and climate change risk
management into their funds.

This document sets out a summary of our analysis and findings and illustrates how managers across
the full range of asset classes are progressing in terms of ESG.

2021 saw continued focus by the investment community on ESG issues, with continued strong inflows into
funds which have specific environmental or social purpose.' Climate change in particular was a standout
topic, with COP26 taking place and the climate change reporting disclosures coming into force for the
largest schemes during the year.

Meanwhile, anti-ESG sentiment has risen in prominence, with some commentators arguing against the
merits of ESG investing. For instance it has been argued that real world impacts can only be delivered at
a government level with political intervention, or that ESG is a distraction or even at direct odds with the
fiduciary duty of institutions to generate returns for end investors.

However, we're resolute that consideration of ESG factors (including climate change) into the investment
process is a critical part of good investment management - from both a risk and opportunities perspective.
The UK Government and several other nations have been clear with their intentions, as evidenced by the
regulations and targets enacted, and whilst much more needs to be done, this presents a real threat to those
companies and investors who do not position themselves to adapt. Furthermore, we think investors have

a responsibility to factor sustainable ideas into their decision making, to deliver their financial objectives
without detrimentally impacting the prospects of future generations. However, these factors form one of
several relevant considerations when making investment decisions, and a robust ESG approach is only part
of a successful investment process.

y /4

Consideration of ESG factors into the
investment process is a critical part of
good investment management - from
both a risk and opportunities perspective.

Alex Quant
Head of ESG research

' Source: Investment Association Responsible Investment Conference 2022
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Executive Summary

In general, we have seen some improvement in manager capability, but there has
been deterioration where some funds are scoring worse than last year in certain areas.

Overall Green ratings remain stable at 24% (2021: 23%), whilst total Red ratings rose slightly
to 2% (2021: 1%).

The vast majority of managers are able to demonstrate some level of ESG integration, however we
continue to see examples of managers (31% of funds) not able to provide any examples of ESG
analysis factoring into investment decisions, which raises doubts about the credibility of their policies.

Climate change is high on the agenda - but there is work to be done to fully embed
the risks and opportunities into investment decisions.

The Net Zero Asset Managers Initiative is widely supported (81% vs 41% in 2021), which is
encouraging and perhaps a reflection of increased purpose resulting from COP26. However, a limited
number of managers (22%) could demonstrate a credible plan to support their firm-level commitment.

The availability of climate-related data is broadly consistent with 2021 - with low levels of coverage
outside of listed equities and fixed income.

Reporting stands out as area for improvement.

This year we introduced a specific sub rating on reporting, with 36% funds rated Red on this
element, causing several funds to be downgraded overall. Reporting is becoming increasingly
important to meet disclosure regulations and to evidence robust and consistent consideration
of ESG across the portfolio.

Alternative asset classes continue to lag behind.

Whilst we’ve seen examples of very strong managers in this space, secure income, diversified private
markets, and real assets were the worst scoring asset classes this year and overall scored lower than
last year. This was primarily driven by poor scoring on stewardship and reporting. Carbon data also
remains a concern with very low levels of coverage.
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XPS approach to assessing ESG

As part of our comprehensive research process XPS assesses and rates funds Green, Amber or Red across

8 key aspects: Product, Parent, People, Process, Pricing, Positioning, Performance and ESG. We refer to this

as the 7Ps and ESG. We combine these ratings to determine an overall Green, Amber or Red rating for a fund.
It is @ minimum requirement that all funds must at least score Amber on ESG in order to be green rated overall
and recommended to clients. This helps pension scheme trustees ensure the policies and practices of the funds
they are invested with are in line with their preferences on an ongoing basis, and XPS also provides tailored
feedback to all fund managers on their ESG rating to flag strengths and areas for improvement.

We assess the quality of ESG risk management, utilising the five key areas that we consider to be fundamental
when assessing ESG practices:

Key ESG areas Explanation
1. Philosophy Firm-level philosophy relating to ESG, stewardship and broader sustainability issues.
2. Integration Implementation of the firm’s ESG philosophy within research and portfolio construction.

3. Climate change Explicit climate change considerations within the investment and stewardship processes.

Approach to voting and engagement to drive positive change in invested companies and

4. Stewardship underlying managers.

5. Reporting Transparent communication of activity to stakeholders.

Note: Within passive mandates we do not assess managers on ESG integration or climate change as these managers have less control over stock
selection. For these funds our focus is on stewardship.

We request completion of a detailed questionnaire involving over 70 questions as part of our due
diligence and score each question +1, O or -1 with the score weighted appropriately and combined
to inform an overall score within each area. This then informs the overall ESG rating where an
average weighted score of below -0.2 is red, between -0.2 and +0.7 amber and a score of +0.7

is green, with qualitative oversight to ensure that overall ESG ratings are appropriate. We do not
rate a fund green for ESG overall if it is red on any individual area, irrespective of how

well the fund has scored on other areas.

Key changes to assessment to note vs 2021

o Most critically, the score required to achieve an Amber rating has increased
from -0.5 to -0.2. This is part of our ongoing efforts to raise the standard
for asset managers.

« We have asked for more granular detail on the level of engagement which has
taken place for each fund.

« We have refined our assessment of ESG reporting provided and this now
constitutes a more significant part of the overall rating.
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Year on year progress is limited,
with areas of concern still remaining

Overall XPS ESG ratings for 2022 by asset class (compared with 2021)

Active Equity
Active Equity (2021)

Passive Equity
Passive Equity (2021)

Fixed Income
Fixed Income (2021)

Multi-Asset
Multi-Asset (2021)

Secure Income
Secure Income (2021)

Real Assets
Real Assets (2021)

Diversified Private Markets
Diversified Private Markets (2021)

LDI
LDI (2021)
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Our analysis indicates a similar picture
to previous years - the vast majority

of managers were able to demonstrate
some consideration of ESG factors in
relation to their investments (24% overall
greens vs 23% in 2021).

There have been improvements across active equity
funds and multi-asset funds in particular, the latter
showing more Green rated funds (27% vs 24% in
2021) and no Red rated funds this year compared

to 3% in 2021.

Our observation is that the better managers within
multi-asset are increasingly able to consider ESG
factors more robustly across a wider range of asset
classes than in previous years.

It is disappointing not to see clearer improvement
from last year. By comparison, last year we reported

a noticeable overall improvement versus 2020, where
there were 10% Green ESG rated funds and 5% Red
rated. This highlights that we may not always see year
on year improvement, and therefore we hope that our
engagement with managers on areas to improve will
come through in years to come.

Overall, there are significantly more Red ratings
overall compared to last year. This is in some way

a function of our change in scoring methodology

- we intentionally increased the score required to
achieve amber this year, so all other things equal we
would expect more red ratings. However, expectations
are rising and therefore we would hope to see
improvement in ratings despite this.

AR
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Year on year progress is limited, with areas
of concern still remaining (cont.)

We saw a clear pattern of funds scoring worse than last year due to providing weaker examples to evidence their
integration and engagement activities, and disappointing reporting across the board (see section 3). An average
of 31% of all funds were unable to provide integration examples for any of E, S or G. This raises legitimate
doubts over whether the ESG processes described are being applied in practice. This is a deterioration on last
year (11%) and is concerning.

% funds unable to provide any form of example of ESG factor being taken into account:

Active Fixed Secure Real Private

Equity Income income Assets Markets

21 91 41 22 27 m

Number of funds -13) (+30) (+8) +10) (+2) (+6)
. 38% 29% 4% 32% 59% 45%
Environment (+5%) (+8%) (+20%) o (+54%) (+45%)
Social 33% 29% 49% 55% 63% 36%
(-3%) (+3%) (+23%) ) (+59%) (+36%)

29% 40% 49% 36% 70% 55%

Governance 7%) (+14%) (+23%) I8 (+56%) (+35%)
24% 21% 41% 27% 56% 27%

Any of ESG 2%) &) (+20%) &) (+56%) (+27%)

Note: Year on year change indicated where data was collected in 2021.

31% of all funds were unable to provide
integration examples for any of E, S or G.

This is a deterioration on last year and raises
legitimate doubts over whether the ESG processes
described are being applied in practice.
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Climate change high on the agenda,
but at risk of not being fully considered

In 2021 climate change took centre stage in the investment market agenda. With COP26
dominating headlines and TCFD requirements coming into force for the largest pension
schemes, investors now require their investment managers to take into account and
address climate change within their portfolios. However, our analysis shows that there

is still room for improvement in a number of areas to ensure risks and opportunities are

adequately considered.

Number of funds (_é; ( +13; + 3(9) ; ( +g; (512) (+22§ (+61;
Supports TCFD* e R e
NZAM signatory™ (+30%%) 9?/; GIHy I o 20 (o)
Credible plan to support 43% 24% 18% 17% 27% 37% 0%
NZAM commitment ) ) ) ) ) ) )
Consider physical and transition risk ( +3073/:/§ n/a (_%EZ)’ ¢ +%§/‘)’ 82(c_)/‘)’ (61?,/:/3’ (%AO'Z‘)’
Undertake stress testing + 250%/:/§ n/a (éz/:/‘)’ (‘_11?%‘:%; 232‘_’/; (jﬁ/:/; (i?/:/;
Able to report carbon data (_8560/:/; (2},2/; (89502/‘)’ (_1%302/; 232%’ (ﬁl/:/; ( +9§3Z‘)’
Average coverage for carbon data*** ¢ +%50/:A)’ 975/; (éf/:/; ( H?J;;/; SCE‘jA; (_15% (+7Z)C3/:/§

Note: Year on year change indicated where data was collected in 2021.

* Task Force on Climate-Related Financial Disclosures.
** Net Zero Asset Managers Initiative.

*** Coverage means the proportion of the underlying holdings for which the given fund has carbon data available.

Availability of carbon data

We reported last year on the work needed to improve
availability of carbon data. The results indicate that
there has been progress in diversified private markets
in particular, where last year no managers could
provide this data. This is still an issue given the role this
sector has to play in supporting a successful transition.

Most disappointingly the ability to provide data for
equity and fixed income is slightly down on last year.
As reporting regulations affect a larger number of
schemes over time, we expect the ability to provide
carbon data will start to become a critical factor in
manager selection.

Firm level commitment to climate transition
not supported by action at fund level

There has been an overall increase in the number of
managers that are in support of TCFD and which have
signed up to the Net Zero Asset Managers Initiative,
which is really positive news as the importance

of managing climate change risk is increasingly
important for pension schemes.

However, when asked to provide further details on

the steps taken within the mandate to support the
firm level commitment to carbon emissions reduction,
the proportion of managers able to provide strong
evidence was significantly lower. We looked for
managers to provide credible and robust steps or
plan within the mandate, including for example interim
targets, plans for engagement / portfolio construction
process changes.

Growing focus on climate risk analysis

As part of the new TCFD requirements from

The Pensions Regulator (TPR), the trustees of pension
schemes that are within scope will need to carry out
scenario analysis, in addition to reporting annually on
chosen climate change metrics. In general we noted

a higher number of funds that are now able to provide
climate related stress testing and scenario analysis.
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3 Reporting stands out as an area for
improvement

We observed a fairly consistent lack of sufficient reporting capability on ESG issues.
As investors place greater focus on ESG and sustainability factors, it will become
increasingly important that funds are able to provide reporting on a broad range

of ESG areas to support effective decision making.

Across the sub-rating areas, we found that the reporting had a significantly larger proportion of Red ratings
than the others. In particular, secure income, diversified private markets and LDI scored poorly.

Key climate change Active Passive Fixed Multi- Secure Real Private

indicators Equity Equity Income Asset income Assets Markets

Number of funds 21 34 91 41 22 27 77 12

Reporting

Enhanced reporting on ESG issues is important both as a means of managers evidencing that they are
fully considering ESG issues as expected, but also so that investors can make better informed decisions.

We appreciate this is an area of development and have had many promising conversations with
managers recognising the need to improve here.

() "P& W, {) //
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4 Alternative asset classes make progress,
but risk of laggards remains high

Across secure income, real asset and diversified private markets, there were
notably fewer funds which scored Green, and these asset classes had the highest

level of Red ratings.
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We’ve seen evidence of more managers developing
proprietary ESG assessment scorecards and drawing
on a growing number of external tools to inform their
views. Hence the scores for Integration were relatively
good versus the other sub areas.

The lower ratings for most funds in these asset
classes were driven by stewardship and reporting,
where these asset classes responded poorly
compared to others.

However, our review indicated shortcomings in respect
of other aspects, such as consideration of climate
change. This is a critical aspect of long-term risk
management, particularly in real estate, infrastructure,
and secure income (where flooding or extreme
weather damage directly impact financial viability)
and so we want to see more managers proactively
considering physical and transition risk.

Sha (A weakia il oL ol (4
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Conclusion

Improvements in some areas have been offset by stagnation in others, but that
said, we appreciate that a lot of effort is being spent in this area across the
investment management industry. Our observation of areas that are in need

of greatest attention are as follows:

« Rising to the challenge of climate change reporting - disclosure is critical for investors to make
informed decisions which will ultimately have a bearing on real world issues. Related to this, with a
transition alignment metric now added to the TCFD requirements it’s vital that there is focus on utilising
and reporting forward-looking metrics - to avoid reliance on reducing current portfolio emissions which
may look good on paper but isn’t necessarily in the best interests of the investor or society.

» Greater engagement in private markets - continued work by asset managers in secure income,
real assets and private markets to consider ESG through the life of their investments. Notably we’d like
to see more proactivity of engagement with all relevant stakeholders, including for example underlying
managers/investment partners, and tenants.

« Maintain awareness of the broader range of ESG issues - whilst it is a critical issue to address, it is easy to get
blinkered with climate change. As focus on issues such as biodiversity and social factors grows, investors will
expect investment managers to deliver on a growing range of objectives. Providing more relevant examples
is a key way that managers can evidence that they are doing what they say they are doing.

Next steps for pension scheme trustees

There are lots of things trustees can do to address the pressing risks posed
by E, S and G factors within their investments.

The following approach is a good start:

1. Take XPS’s free beliefs survey to establish your board’s views and use our Responsible Investment
Framework to assess and enhance your approach. (click here to request our survey).

2. Review the managers in your current portfolio, taking advantage of our annual ESG ratings
and more comprehensive sustainability report.

3. Evaluate the results against your desired approach.
4. Engage with underperforming managers.
5. Monitor managers for change within a reasonable period.

6. Make changes to your portfolio to reflect your objectives, including considering the use
of sustainable funds which go beyond the minimum expected standards of ESG integration.

If you would like to find out more on sustainable investment and ESG
please contact Alex Quant:

Alex Quant

Head of ESG research

11 0208059 7652 I @xpsgroup

u alex.quant@xpsgroup.com m company/Xpsgroup

Alternatively, please speak to your usual XPS Investment contact.
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About us

XPS Pensions Group is a leading pensions consulting and
administration business fully focussed on UK pension schemes.

XPS combines expertise, insight and technology to address

the needs of over 1,500 pension schemes and their sponsoring
employers on an ongoing and project basis. We undertake pensions
administration for over 968,000 members and provide advisory
services to schemes and corporate sponsors in respect of schemes
of all sizes, including 51 with assets over £1bn.

XPS Investment provides clear and independent investment
advice that can be quickly and effectively implemented. We advise
pension schemes and their corporate sponsors and have over
£140bn of assets under advice.

Xpsgroup.com


https://www.xpsgroup.com

Contact us

Xpsgroup.com

Belfast
T: 028 9032 8282

1st Floor - Flax House
83-91 Adelaide Street
Belfast

BT2 8FF

Birmingham
T: 0121230 1900

1 Colmore Row

Edinburgh
T: 0131 370 2600

3rd Floor - West Wing
40 Torphichen Street
Edinburgh

EH3 8JB

Guildford
T: 01483 330 100

Tempus Court

Manchester
T: 0161 393 6860

10th Floor Chancery Place
50 Brown Street
Manchester

M2 2JG

Middlesbrough
T: 01642 030 718

Building Two

Portsmouth
T: 023 94 3111 66

One Port Way
Port Solent
Portsmouth
PO6 4TY

Reading
T: 0118 918 5000

Phoenix House

Birmingham Onslow Street Centre Square 1 Station Hill
B3 2BJ Guildford Middlesbrough Reading
GU14SS TS12BF RG11INB
Bristol Leeds Newcastle Stirling
T: 0117 202 0400 T: 0113 244 0200 T: 0191 341 0660 T: 01786 237 042
One Temple Quay 1City Square 4th Floor - Wellbar Central Scotia House
Temple Back East Leeds Gallowgate Castle Business Park
Bristol LS12ES Newcastle Stirling
BS16DZ NE14TD FK9 4TZ
Chelmsford London Perth Wokingham
T: 01245 673 500 T: 020 3967 3895 T: 01738 503 400 T: 0118 313 0700
Priory Place 11 Strand Saltire House Albion
New London Road London 3 Whitefriars Crescent Fishponds Road
Chelmsford WC2N 5HR Perth Wokingham
CM2 OPP PH2 OPA RG412QE
Please direct all email
enquiries to:
E: enquiries@xpsgroup.com
Award winning
PROFESSIONAL PROFESSIONAL PROFESSIONAL PROFESSIONAL PROFESSIONAL
PENSIONS  PENSIONS PENSIONS PENSIONS PENSIONS PRISEAL  PROFESSIONAL
RN, RlrENEons, K RENONS, R RENEONS, Rl pEnsons, UKPENSIONS UK PENSIONS
WINNER HIGHLY COMMENDED HIGHLY COMMENDED WINNER WINNER WINNER
e e
— No. 1rated TPA
Cuitis AN EGRN AN AN N
Awar AWARDS N
2020 URNTLNEE TR WINNER
Gold Overall Winner 52—:2‘;‘:‘(“)‘;’;":‘“ E;"—;’fg;"“}“e“‘j::'r"'ﬂ‘i: SOFTWARE OF THE YEAR
Engagement Company 2020 & 2019

Important information: Please note the opinions expressed herein do not take into account the circumstances of individual pension funds and
accordingly may not be suitable for your fund. The information expressed is provided in good faith and has been prepared using sources considered
to be reasonable and appropriate. While information from third parties is believed to be reliable, no representations, guarantees or warranties are
made as to the accuracy of information presented, and no responsibility or liability can be accepted for any error, omission or inaccuracy in respect of
this. This document may also include our views and expectations, which cannot be taken as fact. The value of investments and the income from them
can go down as well as up as a result of market and currency fluctuations and investors may not get back the amount invested. Past performance is
not necessarily a guide to future returns. The views set out in this document are intentionally broad market views and are not intended to constitute
investment advice as they do not take into account any client’s particular circumstances.

Please note that all material produced by XPS Investments is directed at, and intended solely for the consideration of, professional clients within the meaning
of the Financial Services and Markets Act 2000 (FSMA). Retail or other clients must not place any reliance upon the contents. This document should not be
distributed to any third parties and is not intended to, and must not, be relied upon by them. Unauthorised copying of this document is prohibited.

This document should not be distributed to any third parties and is not intended to, and must not be, relied upon by them. Unauthorised copying

of this document is prohibited.

© XPS Investment 2022. XPS Pensions Consulting Limited, Registered No. 2459442, XPS Investment Limited, Registered No. 6242672. XPS Pensions Limited, Registered No. 03842603.
XPS Administration Limited, Registered No. 9428346. XPS Pensions (RL) Limited, Registered No. 5817049. XPS Pensions (Trigon) Limited, Registered No. 12085392.

All registered at: Phoenix House, 1 Station Hill, Reading RG1INB.
XPS Investment Limited is authorised and regulated by the Financial Conduct Authority for investment and general insurance business (FCA Register No. 528774).

This report should not be relied upon for detailed advice. Permission for reproduction of material in this document must be sought in advance of any public domain use.

2208006_5



