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Summary

Aim and scope of the study

This studyelaborates on whether or not sustainable investmérttave a positive capital allo-

cation effect on investment portfolios, andhich framework conditions are needed for an ef-

fective capital allocation. The research questiansas follows:

1. Are sustainability retail funds in Switzerland and Luxembourg able to effectivahynel
capitalinto sustainable economic activities? To wleatent are they still invested in activi-
ties that are problematic from a sustainability perspective?

2. How effectve is the application of differerdustainability approache@estin-class, exclu-
sions, ESGntegration, engagement, etc.) by asset manadersachieving a positive capi-
tal allocation?

3. Whatframework conditiongre needed for an effective capital alkion? Whatcouldthe
current EUregulatoryframework contribute in this regard?

For research questions one and two, we conducted a statisticaluation ofa sample ofetalil
funds available in Switzerland and Luxembourg. The elaboratitiedhird research question
is based on the results of the statistical evaluation, literature review, and expert knowledge.

Caceptual framework

Investmerts can contribute to sustainable developmenONB I 6 S | LI2aAdA GBS

LJ- O (ithe edvifonment and sociy ¢ in the following way $eeFigurel):

A Investor impactFirstly, investments influence company behaviour in thergeoy by chang-
ing or enforcing certain company adgties (see upper part oFigurel).

A Companympact: Then, secondly, the different company behaviamd potentially further
systemic effects in the economy in sum havpositiveécompanyA Y LJI Ottieéenvoyi-
ment and societysee lower part ofigurel).

1 Sustainable investments are defined as investments in which environmental, social and governance (ESG) faters are in
grated into investment decisions, see SSF 2020.
2 6ESG stands br environmental, social and governance factors.
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Figurel: Capital allocation impact and active ownership impact
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This figure shows that investment impact can be achievadapital allocation impact where capital allocation changes
financial market prices and/or financing costs and, this way, improwvegpanyimpactg and / oractive ownership impaat
where engagement or (proxy) voting improveampanyimpact over time Further indirect investment impac@&re not in-
cluded in the figure.

Source: Inrate 2021, based on Kdlbel et al. 2019.

Investors can influence company behaviour and achieve positirgstor impacimainlyby us-

ing the following levers (seeigurel):

A Capital allocationCapital allocation resp. selection steers capital away from certain invest-
ments (shares, bonds, real estate, etc.) with a negative impai@ divesing or under-
weightingg towards investments with a positive impag via investing or overweighting

{ dzZOK &St SOl A poftfolio MpINE D SHPE K ST KS AYLI OG 2F Ay@Sa

other assets such as real estate)the environment and society.

Provided that the rarket power of sustainable investors is largnough, capital allocation
increases the relative share and/or bond prices of sustainable compales. grice signal
strengthens the competitiveness of sustainable companies and enables them to expand
their activities relative to their competitors ah this way, drives structural change towards a
more sustainable economy.

A Active ownershipwith engagement or (proxy) voting, investors aim to advance incremental
improvements in company operations and, thisyw#o improvecompanyimpact. Thus, ac-
tive ownership does not necessarily result in a better portfolio impact right away, but usu-
ally in incremental portfolio impact improvements over time.

Swope of the empirical analysis
Figure2 provides an overview of the three types @mparisons that we performed to attain a
comprehensive picture concernirige capital allocation effect on portfolimnpact
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Figure2: Statistical comparisons

Capital Asset
allocation management
effect effect

Control

Source: Inrate.

A Capital allocation effecbn portfolios: Firsty, to investigate whether sustainability funds are
able toactuallyallocate capitalnto sustainable activities, we compared the group of sus-
tainability funds with the group of conventional funds in our sample.do so, wéocused
on whether sustainahity funds have a positiv® I LIA G F € | £ £ 20F G A pot- STFSOG 2
folio impack ,0.e. if and how far sustainability funds are invested in portfolios with a signifi-
cantly better impact than conventional funds. With this we cover the first part ofetfitire
capital allocation impactRigure3).*

A Asset management effect on portfolfo§Secondly, we made a pairwise comparison between
each sustainability funthat used a conventional index as benchmark with its respective
benchmak. Thisway wemeasureal how asset managermfluenced the impact of theus-
tainability fund as compared to the index impact of its conventional benchrdtrkelped
to better understand why a certain capital allocation effe@s(not) occurring.

A Thirdly, we compared the group of conventional funds with the group of conventional
benchmarks used by the sustainability funds in our samplecsaol

31n the following, wedza Bapital allocationeffeét | & 'y | 00 NBJA L (A 2 ycapitdl MadhtierdffgcBon ( KI & 68 YSI y
portfolio impact, notthe entire capital allocatioimpact.

4With this study design, we could not measure the capital allocation effect of engageme (proxy) voting, which aims at

generatnga positive company impaciver time

5Ly GKS T2t fagsémayagemenseffecdzalSa ay 0o NBOAI GA2y T AYLX&@Ay3d GKIG 68 |3l
on portfolio impact, not orcompanyimpact.

8 Fund managers usually base their investment decisions on indices. Often, a large proportion of funis esetsfran these

indices, and the indices serve as benchmarks for measuring the fund managers' investment performance. The actively managed
sustainability funds in our sample wemgostly (28 out of 31 actively management sustainability furzEyed on cowentional

benchmarkse.g. the MSCI worldvhileall ofthe passively managed sustainability furtdbie ETFg replicated sustainability

indices e.g. the MSCI world SRI
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Figure3: Capital allocation impact and study focus
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This figure shows the cépl allocation impact of investments via capital allocation and price signals eeapges irffinanc-
ing costs (in red). This study focuses on assessingapi¢al allocation effect of sustainability funds on portfol{osd rec-
tangle), i.e. whether suainability funds have a significantly better portfolio impact than conventional funds. Due to the
importance of benchmarks for asset management decisionsalee investigate if sustainability funds using conventional
indices as benchmarks have a signifitybetter portfolio impact than their respective conventional benchmark.

Source: Inrate 2021, based on Kolbel et al. 2019.

Finally, we used a regressionaysis to investigate if the applicatiaf sustainability ap-
proachegbestin-class, exclusions & integration, engagement, etc.) significantly contributes
to a positive capital allocationdere we controlled for the benchmark typgconventional vs.
sustainable vs. no or unknown benchmaylas well as for commonly used parameters: the re-
gional investment focus, portfolio concentration and tracking error.

To assess the portfolio impact of the funds and benchmarks, we usefbthiesustainability im-

pactmeasurementssdependent variables

A Theweighted averag&SG Impactcore,based on the Inrat&€SG Impact score [0;. Hor de-
scriptive reasons we transferred these ifE®G Impaarades[D-; A+H.2

A Theweighted averagearbon intensitfWACI)pased on thecarbon intensity in tC@million
USD revenue

7To calculate the dependent impact variables of the funds, we aggregate the simliajnimpact of the holdings according to
the weights in the respective fund.

8 An ESG Impact scorezsro corresponsto a very negative net impacin environment and sociefy score obne to a very
positive net impactESG Impact grades from A+ tesBow a psitive net impact, grades from C+ ted@negative net impact.
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A Theweighted percentage of revenues derivedfi@ritical economicactivitie?, based on
the revenue share (if9 derived with critical economic activities of invested companies

A Theweighted involvement inmajor environmental controversigbased on the share of com-
panies (in %) in a portfolio beingviolved or not involved [yes; nol.

These impact variableare based on Inratempactdataas of October 2020The conceptual ba-
sisare extrafinancial assessments of external effects that, due to market failures, are not in-
ternalized into market price€ach of these impact measures considers the encompassing im-
pact along entire value chains (scope 1, 2 and 3).

Results of thempirical analysis

In this chapter, we discuss the main empirical findings, summarizEijure4.

Figure4: Main results

0.48 (B-) -> 0.52 (B)
ESG | t
mpact score 0.47 (B-) -> 0.53 (B)
Carbon intensity no significant difference
[t CO,eq/Mio. USD] 1'135 -> 822
Critical activities no significant difference
[% revenue] 17% -> 9%
Major environmental controversies 1.2% -> 0.4%
[% involvement] 2.5% -> 0.2%

-100% -75%  -50% -25% 0% 25%
B Capital allocation effect
B Asset management effect

This figure displaysiiblue the mean difference between sustainability funds and conventional funds (as a measure of the
capital allocation effect) in percentage of the mean of the conventional funds, aodinge the mean difference between
sustainability funds and their regctive conventional benchmarks (as a measure of the asset management effect) in per-
centage of the mean of the benchmarks.

Sourcelnrate ESG Impact data and Climate Impact data as @b®c2020.

Capital allocation effect hardly existent
Figured reveals thatso far, sustainability funds in Switzerland and Luxembourg have hardly
been able to steer capital towargmrtfolios containingmore) sustainable economiactivities.

° The following economic activities were labelled as critical due to their detrimental impact on the environment and society:
agricultural industry and fishing (meat, dairy/eggs, seafood/fisttilizer & pesticides), defence industry, fossil fuels, mining
and production of metal, nuclear energy, production of cement, transportation industry (road transportation, excl. public
transport, and air transportation).
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The capital allocation effectomparing sustainability funds with conventional furdasonly
partially significant and thus demonstrablhe involvementin majorenvironmental contro-
versies was quite effectively reduced by 0.8 percentagetgain average, i.e. by more than
two thirds (or 69%). Thienprovement of theoverall ESG Impact dhe environment and soci-
ety was also significant, but, in contrast, hardly relevdnimproved only slightly by 9% resp.
0.04 and thus by half a nch, i.e. half the difference between the ESG Impact gradesn@ C.

Our study did not reveal any signifiot capital allocation effecin terms of climate impact
(encompassing scoped). Furthermore, we discovered rmignificantcapital allocation effect
for the overall involvement in problematic economic activities.

It appears that significant anelevantportfolio impactimprovements of sustainable funds
compared to conventional funds werevealedonly for a few individual issue$or major envi-
ronmentalcontroversies, cemerproduction(minus 0.2 percentage points resp. 6986y de-
fence (minus 0.3 percetage points resp. 50%]) his suggests thahe sustainability funds did
not effectively shift capital towards a climateeutral and overall (more) sustable economy.
A small ESG Impact improvement of half &hads certainlynot enoughto bring about éfec-
tive structural change through capital allocation.

Asset management effect present, but of limited relevance
To better understand the reasons for tiheck of an effective capital allocation, we examined
whetherasset managersnprovedthe impact of the sustainability fundas compared to thie
respectiveconventional benchmaik Whereas the capital allocation effect (abowstermines
the actual capitaflows, the asset management effect is a purely arithmetical effect. It provides
insight into important factors influencing asset management decisions, as the aims and the
success of asset management decisionsusgallydefinedandassessed in relatiorotthe
benchmark used.

In contrast to the capital allocation effect, whierashardly visible and only relevant to a
very limited extent, we were able to find a highly significant asset management efeafig-
ure 4. We considethe effect to be partly relevantThe ESG impact was improved at least
slightly: on average by 0.06 or +13%, i.e. by three quarters of the distagdeom G to C. The
carbon impact was improved by 313 t&@illion USD resp. 30% and the involvemeint criti-
cal activities by 8.1 percentage points resp. 49% and in major environmental controversies by
2.3 percentage points, i.e. almost entirely (by 92%).

The resultoncerning the asset management effeciggest thatisset manageraere in-
deed noticeably electing assets in the sustainability funds studied according to sustainability
considerations, thus improving the portfolio impact compared to their own conventional
benchmarks. However, this improvement was stiltdig relevantin terms ofoverall impats
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on the environment andsociety, measured with the ESG Impaatd, thus effective contribu-
tions to the SDGs. Relevamirtfolio impact improvements compared to the benchmarks were
neverthelessisible for more speific impact indicators climate impat and even more so for
involvemensin problematic economic activities and major environmental controversies.

Sustainability approaches mostly without steering effect

Surprisingly, the regression analysis showed tha application of the studiedustanability
approacheg; bestin-class, engagement, ESG integration, exclusion, irfipaestment, posi-
tive selection, sustainable thematic approagdid notsignificantly influencehe portfolio im-
pact. We only foundwo veryspecificexemptions:Thematic @aproaches improved the ESG Im-
pact on average by 0.04 or half atab, i.e. half the distance from e.g: ©© C.Positive selec-
tion approaches significantly reduced the involvement in major environmental activiti@sdby
percentage pointsNone of the othe sustainability approaches had a significant effect on any
of the dependent mpact variablesand thematic approaches and positive selection each im-
proved only one out of four dependent impact indicatoffis shows that the application of
sustainabilityapproaches madenostlyno or, in the case of thematic and positive selection ap-
proacheshardly any difference for the funds studied.

This igquite remarkablebecausesustainability approaches have beeretprimaryfocus of
attention in thesustainable imestmentindustry to date. Our results raise the questioh
whether their importance antbr effectiveness have been overestimated. Even sustainability
approaches that implicitlpr explicitlysignal a stegng effectg best-in-class, exclusion, impact
investment, positive selection, and sustainable thematic approathedid not developsuch
an effect in our sample

Interpretation: Possible causes

Asset managesmore concerned with specific rather thaancompassingustainability issues
Ourresults corerning the asset management effect suggdsie more specific the impact in-
dicator, themore selective asset managesgre. Selectivity was highest farajor environ-
mental controversies (reduced by 92%)wer forinvolvements in problematic economic agti
ties (reduced by 49%nd climate impact (reduced by 30%) alwvest for ESG Impact (im-
proved by 13%)

10 These approachesuggest shorterm improvements of the portfolio impact through ruleased slection. For instance, the-
matic funds may aim to be invested in companies contributing to a sustainable energy transition, exclusion approaches at not
being invested in companies infringingampthe UN Global Compact standards

INFRAS B May 2021 Summary
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Theselection concerning specific critical economic activities could mearsthaificant
capital glection took placerimarily concerningssueswith higher reputationor transitional
risksand/or concerning issues that are rather easy to meagoeenent production fossil fuels
critical means ofransportation). By contrastnuclear energygenetic engineering, agribusiness
& fisheries, and mining metal productionwere not significantly reduced by asset managers in
comparison to their benchmarks.

The overall portfolio impact on the environment and society along entire value chains as
measued by the ESG Impact was hardly improved by asset manaffegeseasons for this
could have been:

A TheESG data usedid notreflect such comprehensive impact (sufficiently). Most ESG data
on the market do not reflect the comprehensive impact reliably,add so, holistic and sci-
entific-based definitionsgoncefs, and data models are neededstead,ESG ratings mostly
focus on managementelated data,and/or apply simple equal weightings of indicators or
sustainability issuesirpact assessments often awt cover entire value chains (scope}l

A Asset managerdeliberately did not improve the overall portfolio impact much to limit devi-
ations from the benchmark and minimize tracking error.

A No clear and measurable goals were set and controlled for comugthie overall portfolio
impact on the environment and sisty.

A Awareness and education concerning impact and useful dasi lacking.

The role of benchmarks

The following two findingsn particular,shed light on the importance of the benchmarks used
(a) The asset management effect, despite its signifiean@as hardly relevant for the overall
ESG Impact. (l)espite thesignificant asset management effethere was hardly any capital
allocation effectIn other words: Aset managers apparently aelied a significant improve-
ment inthe portfolio impactof the sustainable funds studiesdbmpared to theirspecificcon-
ventional benchmark, but natverallcompared to the group of conventional funds.

Our results suggegte following possibleeasons The orientatiorby means otonven-
tional benchmarksed to as®t managers deviating from the benchmark concerning specific
sustainability issues, but hardiggardingthe overall impact orthe environment and society
measured with the ESG Impatherefore, even for sustainability funds, conventional bench-
marks mighrestrict asset managers' freedom of action too much. Thésis issupportedby
the finding that, with increasing concentration, tipertfolio impactof fundssignificantly im-
proved:the ESG impadtignificantlyincreased andboth the carbon impact andhe share of
critical economicactivitieswere significantly reduced.

INFRAS B May 2021 Summary
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Therefore it seems advisable for asset managemtn(a) either accept larger deviations
from the conventionalbenchmark for a significant and relevant improvement of the portfolio
impact, or (b) to applysustainability benchmarkihat also devia¢ to a large extent fronbroad
market benchmarkslin the first option(a), asset managers receive a higher risk budgepres
tolerance to deviate from a conventional, broad market benchmarrder to improvethe
sustainability characteristics of the portfolio. In the second opfio)) the index providers im-
plement sustainability aspects in the indices, and asset ownersle@n the sustainability in-
dex used as benchmark and control for itstinability characteristics.

For both options, our researalevealed another important finding: sessing and control-
ling the sustainability characteristics of a portfol@ption a)or a sustainability benchmark (op-
tion b) merely in comparisowith a conventional benchmark can be misleadiagd entail sig-
nificant reputation risksA ¢ merely arithmeticak, portfolio impactimprovement compared to
the conventional benchmarkight not correspond to positive capital allocatiamthe compar-
ison with convetional fundsand, accordingly, might not contribute to improving company im-
pact

Sustainability approachedack effectiveness or are inconsistently applied

Sustainabilityapproaches are the basis for E&Rted investment rules. Ouegression analy-

sisrevealed that theapplication of sustainability approaches hambstly no significant effect

on the portfolioimpact. Thigaisesthe question whether themportance and effectivenessf

sustainability approachesave beeroverestimated.The following examles are particularly

striking:

A Exclusions did not significantly reduce invashtsin criticaleconomicactivities or major
environmental controversies

A Best-in-classand positive selectiodid notsignificantly improve th&SG impact, climate im-
pact, orinvolvementsin criticaleconomicactivities.

A The thematic funds studied despite their focus on environnm, climate or sustainable en-
ergy¢ neither reducel the climate impactor involvemensin criticaleconomicactivities or
major environmental contrversies.

The only twoexemptiors were (a) Positive selection approaches significantly reducedithre
volvement in major environmental activities by 0.9 percentage poiH®wvever, for all other
broader dependent impact variables, no significant improeets could be found. (b)hiEmatic
approachesmprovedthe ESGmpactscoresignificantly, but only ta small extent, i.e. by 0.04.

For the more specific dependent impact variables, however, no significant improvements could
be revealed for thematic appraaes.
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This showshat ¢ in the short termg sustainability approachemostly failed atallocating
capial towards companies with a positive impdmith significantly and relevantB.As a possi-
ble cause for this, we would rule out the missing implicit xpleeit claim for a shorterm capi-
tal allocation: None of the sustainabilitynds assessed in thigusdy exclusively appli@ ESG in-
tegration or engagementémostall sustainability funds appliegixclusions many usegositive
selection and some alsbest-in-classapproaches.

Therefore,for the nonexistent or insufficient effect on capital allocatitowards sustaina-
ble economic activities and, thus, on improving the portfolio impactpwecipallysee the fol-
lowing causes:

A Lack of effectivenesSustainability approachemay lack effectiveness if they anet strict
enoughor if the data used for settion is inappropriate, esp. by not reflecting the encom-
passing impact along entire life cycles.

A Lack ofconsistencySustainabilityapproachesnaynot be consistenthyapplied to all assets
but justto a share of assets within a portfolio.

Conclusionsind consequences

The sustainability funds assessed in this study hardly channelled capital towards sustainable

economic activities. It seemed that, ovdralustainability funds are only effective when it

comes to divesting from companies involved in maovironmental controversies, but not ef-

fective in terms of climate and sustainability portfolio impact improvememtss suggests that

the ¥ dzy d®stridution to achieving the SDGs and the Paris climate target is not yet sufficient.
Ourempiricalresearch results suggest that the missing intention for shentn capital

shifting was not the reason, as all of the assessed sustainability funds appliathabgtty ap-

proaches that; implicitly or explicitlyg aimed at shortterm capital allocationTherefore, we

suspecthat the following necessanprerequisies for effective capital allocatiowvere not

(fully) given'%

A Methods anddata usedor portfolio selection may not have reflected the actual and encom-
passing impact of a portfolio on the eneitment and society.

A So far, investee companies do not fully report relevant, encompassing and reliable data.
Therefore, for an encompassing impact assessmeqied-based assumptions are neces-
sary. So, possibly, an encompassing impact measurement maybeawn difficult.

A During our desk research of the fund documentations, we saw that sustainability funds
lacked the necessary transparency, esp. concerning mahkiimpactrelated goals, clear

1 We want to stress again (#)at we did not assess in our study if, by active ownership activities with invested companies,
portfolio impact could be improved over time, and (b) that ESG integration does not aimratvimgthe portfolio impact.
2The new sustainable finance EUukdions signify steps into the right direction
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investment rules, the actual ESG portfolio impact, the methnd data used to assess this
impact, andthe effects of impactelated investment strategies on financial rigd¢urn.

A Sufficient and clear standardsin termsof transparency, methodologies and minimum im-
pactrelated standardgor sustainable investmestg were basically lackingexisting labels
are still very diverse, and the different standards of these can be challenging to understand,
esp. for retail clierg. Here, the EU regulations might partly help closing the gap.

A Last but not least, esuspet that another reason, also for the points listed abomgght
have been an insufficiersustainabilityrelated education in the financial system.

The consequenceare not only the already mentionedsufficientcapital allocationeffect and
contributionto a sustainable development. Financial actors themselves can be affected nega-
tively: (a) Due to the lack of credibility of financial ESG products, the market piaterannot

fully be exploited' (b) Most sustainability funds implicitly or explicitly sigimproved portfo-

lio impacts.Not fulfilling this promisgposesreputational risls and legal riskslue to green-
washing and decreases client loyalty

Current regilations point into the right direction but have major
shortcomings

The Elhas recently brought about majoegulabry changes related to sustainable finanae
particularthe EU Taxonomy, th8ustainabilityrelated Disclosure in the Financial Services Se
tor RegulationSFDR), amendments to the benchmarking regulationsNitreFinancial Re-
porting Directive (NFRnd theMarkets in Financial Instruments Directive (MiFID II)

Theseregulationsare quitefar-reaching with regard to theifocuson sustainaility im-
pacts of investments andn the economic activities being financeab well as their extensive
reporting and transparencsequirements by various actors in the investment chdihis way,
they might serve as garrghangers in the market for respadbge investments.

However it is also important to emphasise that the rdgtory framework hagaps and
shortcomingsSome othem are quite crucialand must be overcomt deliver the desired re-
sultsg namely to channel financial flows into sustainabteseonmental activities and to pre-
vent greenwashingFor further details, e the recommendationbelow.

Recommendations

Based on our studyesults we derive the following set of recommendations for asset owners
and managers as well as regulators:

13 See #soFederal Office for the Environment (FOEN) 2016
14 See tsoFederal Office for the Environment (FOEN) 2016
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Assetownersand manages

Stop defining sustainability respe D &irough merely naming certain norms or loosely apply-

ing sustainability approachesnvestors should deliberately take the following decisions and

steps:

A Impactrelated gpals: Setboth short-term and longerterm impact-related goalse.g. to re-
duce the climateintensity of the investment portfolio by 20% two years in accordance
GAGK (KS Ay@gSadz2Nna 20SNIft YFENJLSG FyYyR adzadl Ayl
tential trade-offs with aher goals such asiwersification of risk characteristics of invest-
ments and portfolios.

A BenchmarkChoosea conventional market benchmark or a sustainability benchmdekne
arisk budget allowing for a certain deviation tolerance in relation to thedbenark.

A Investmentrules:Set and implemeninvestment rulesoncerning selection, engagement
and votingactivitiesthat are appropriateo reach the goa Investment rules might or might
not relate to the sustainability approaches in place. If the setlg are ambitioushe invest-
ment rules will have to be strict enough and applied consistently.

A Impactrelated controlling and reportingvieasure control and reportthe portfolio impact,
using the appropriate encompassing and reliable ESG impactAldjtest investment rules
or goals, if necessaryhis ensures that selection and active ownerstap bedirected both
effectively and efficiently toward reaching the set goals.

A Awareness and educatioBuild up and maintain awareness and-pdate knowledje of
the relevant actos, esp.asset managers, institutional investors and client advisors

Such a systematic approach is generally advisable, both for private and institutional investors
and well as for all asset classes.

Regulators in the EU

A It is cruwial that the EU Taxonomig exclusively based on science, leaving aside political
terests

A As planned, th@axonomyshould be extended to includée otherrelevantenvironmental
goals such abkiodiversity and ecosystemthe protection of water and mane resources
pollution and circular economy

A Should the Taxonomy prove to be useful in practice, the following developments could be
advisable(@m2 @S 0Se2y R |[Taxo®MB 26HENRBEY ¢ Gadzadl AylFof S¢
including social and, if applicahlgovernance goalgb) n addition to a taxonomy with sus-
tainable economic activities Ja&boratea corresponding taxonomwith economic activities
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that have negative impacts@irty Taxonomy").This could be avay tofix the current blind
spotsconcerninghe sectorghat are not yetcoveredby the Taxonomy.

A TheESGelatedKPlIs to be reportedccording to the SFDR and the amendments to the
benchmarkregulationsshouldgenerallyinclude entire value chaing,applicable

A In our opinion, it could make seagor the EU Ecolabel wefine different impactrelated
quality levels, e.g. bronzsilver, andgold. A corresponding label for positigastainability
impacts including environmental and social impaetuld also be irportant.

A Financial actors can onteadilyapply theTaxonomyand perform impact assessmentien
the informational prerequisites are created. A first ba#ternative, in our opinionwould be
that invested companieget legally obliged to publish the relevastistainabilityrelated in-
formation !> A review of thecoreinformation ¢ both on the part of investors and invested
companies; should bemademandatory and carried out by credible, i.e. independent and
competent bodes.The other alternative represents the current situation and seanerely
second best: fie legislator wai and seswhether the market creates a corresponding offer
via investor demandHere,the risk remains that published dattaysincomplete andboth
the qualityand comparabilityquestionable.

A In any case here should be regular reviews of whether tieUregulations are proving
themselves, i.e. whether they aedfective,practical and pragmatic enough. If necessary,
the regulations should be adapted or further developed according ta¢hveewresults.

Regulatorsin Switzerland

The EU regulations already now have an impac®wiitzerland Particularly financiactors

with subsidiaries in the EU, EU produat€U clients need to be on top of the regulations.
Other financiahctorsfollow the developmentsloselybecause of market pressure and reputa-
tion.

Nevertheless, in ordeto improvethe capital allocation effect dwiss sustainable invest-
ments and to ensure that the Swiss financial system remains competitive and at the forefront
of sustainable finance, th8wiss regulator shoulalso take regulatory measurefhese regula-
tions should take into accounthe developmets in the EU, but alsthe shortcomings men-
tioned in this report (see chaptét.2).

Certain provisiongn EU reguldabns couldmmediately find their way into Swisegula-
tions, particularlyaspects of the EU regulations that require increased reporting and the provi-
sion of reliable datage.g. on the indicators in the SFDR and the benchmark regulations or on
the econom¢ activitiesand thresholdsaccording to guidelines of the NFRIis would allow to

15 See also proposal bjze European Commission in April 2021 for a Sustainability Reporting Directive.
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have relevant informatiomat hand formarket actorgo improve sustainability assessments and
measurethe overall impact of investments.

Other aspects oEUregulations night need more extensive asssments. For example,
while the EU Taxonomy certainly provides valuable methodological foundations, its suitability
in practice should be further anagd. Instead of a complete adoption of the EU Taxonomy,
Swiss regulatiomight instead focusn implemerting certain principles such as the inclusion
of economic activities in impact measurements.
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1. Aimand Scopef the Study

Aim and structure
The aim of this study is to contribute to the discussiorwhether secalled "sustaiable in-
vestments" actually gnerate apositiveinvestment impact. To do so,élaborateson whether
or not sustainable investmenit$have a posive capital allocatiomffect on investment portfo-
lios, andwhich framework conditions are needed for an efii@etcapital allocation

The study is structured as followBhis chapteoutlinesthe aim and scope of the study
Chapter2 explains the backgroundf the research questionsnd sets the theoretical frame-
work and definitionsThe methods and data used for the empirical analysis are described in
chapter 3, an overview of the main results is givenchmpter4. Chapter5 then elaborates on
the framework conditions that are needed for an effective capital allocation towards sustaina-
bility. Based on the empirical results and the necessary framework conditions, cléagigr
cusses the study results in more det&iinally, bapter 7 summarises the main conclusions and
derives recommendations for asset owrsernsset managers and regulators.

Research questions

The research questiordf this studyare as follows:

4. Are sustainabilityetail funds in Svitzerland and Luxembourg able to effectivelyannel
capitalinto sustaindle economic activities? To what extent are they still invested in activi-
ties that are problematic from a sustainability perspective?

5. How effective is the application of differeastistainability approache@estin-class, exclu-
sions, ESGintegration, enggement, etc.py asset managers for achieving a positive capi-
tal allocatior?

6. Whatframework conditiongre needed for an effective capital allocation? Whatildthe
current EUregulatory frameworkcontribute in this regard?

Research methods

For research questions one and two, we coneéula statistical evaluation ad sample ofetail
funds available in Switzerland and Luxembourg. The reatdtillustrated by two case studies,
among others. The elaboration tife third research question is based on thesults of thesta-
tistical evaluation, literature revieyand expert knowledge.

16 Sustainable investments are defined as investments in which environmental, social and governance (ESG) factors are inte-
grated into investment decisionsee SSF 2020. They edso be referred to as responsible, social, ethical, or socially responsi-
ble investments. We treat these terms as synonymous, since the differences are not relevant to the research question.

17 6ESE stands br environmental, sociand governance factors.
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2.  Backgroundand Conception

2.1. Investments not yet aligned with sustability
The global economy andsiety are facing severe environmental problems. L-targn over-
consumption of natural resourcesl dzYl yAG1& Q& 902f 23A0I festt@22GLINAY G O
LI | ySGQa o0 A 28Q hasleddd pladetady Bounaries beiegceeded?® Climate
change, the masive extinction of speciés and natural resources crises are at the top of the
fA&dG 2F YIFI22NJ FyR dzNBSyid OKIfftSyaSad ¢KSe& |faz2 N
financial riskg!
The world community has set clesocietal goals at the global lely especially in the Paris
Agreementin 2015 andthé Yy A it SR Agéndal2@3¢g tbr(Bustainable Development with its
17 Sustainable Development Goals (SDGs). National and regional goals have followed, aiming
at net zero ©; emissionsand climate-neutrality by 2050respectively These goals argpecified
for instance in the EU strategy as part of the European Gree?DeglR Ay { 6AG1 SNI I YyRQA&
term climate strategy? In all of these conventions, goals, and strategies, fthancial industry
explicitlyplays a key role in realizing them, especially by aligning financial flows with sustaina-
ble development* Aligning financial flowseansredirectingthem toward business activities
that are aligned with the future sustainability requirements.
Investors andisset managers are among the main actors here: With their investments,
they enable or thwart sustainable oinsustainable economic activities, e case may be.
Thus, they have an essential influence on whetherahdn societal sustainability goals are
achieved. At the same time, investors themselves are affected by sustainability risks: the im-
pact of investment portfolios (invested companiesakestate, etc.) on the environment and
society can have repercussions on investarajnlyin the form of so-called transition risks.
These could be reputation risks, market risks, technology risks, policy or legal riskdt itc.
widely assumed thatifiancial market prices do not adequately reflect these ks

18 Source: WWF 2020. For further details, see Wackernagel et al. 2014.

19 Rockstron2009 andSteffen et al. 2015.

20The global Living Planet Index shows that vertebrates included in the index have declined by 68% from 1970 te 20&6. Th
ing PlanetInde(t L0 Ay Of dzZRS& HnQymm @SNI S o Ninambald, Hrdddishl répfiles yasmphiBiNE Y | N2 dzy R
ans. Observations and losigrm studies in Western Europe and North America show that insect numbers and their biomass are
dedining at an alarminglyapid and steady rateSeeWWF 2020.

21 World Economic Forum 2021.

22 European Commission 2019.

23 Swiss Federal Council 2021.

2 Paris Agreement 2015, Article 2.Bwiss Federal Council 2021, chapter 8.6; European Commission 2016, pp.

2TCFD 2017.

26 See e.g. Campiglio et al. 2019, NGFS 2019, p. 4, Maiiiezz2020.

INFRAS B May 2021 Summary



|21

At first sight, it seems that investors are lven the way. S®© f {t SR Gadzadl AylFofS A
Y S y & &defined as investments in which environmental, social, and governance (ESG) fac-
tors are integated into investment decisiod%¢ have grown fast and recently entered mass
markets. In Switzerland, the miaat share of sustainability mutual funds more than doubled
from 2018 and reached 38% in 202n the US, sustainable investments accounted for a
share of 33% of total US assets under professional management in32020uxembourg
however, despite beinthe main European hub for respongity investment fundsand despite
dynamic growth rateshe market shareof sustainability funds was around 48fassets under
management AuM) in 2018and, therefore, still a nich&

On a global level, financing gas &tructural change towards a sustainable economy re-
main huge Despite the promisingnarkettrendsin the asset management indusirgtudies
provide indications that investors have not yet adequately integrated sustainability into invest-
ment decisionsFa reaching the SDGs, for instance, UNC{Wited Nations Conference on
Trade and Developmenillentified in 2014 an annual investment gap in developing countries
of 2.5 trillion USD. Even thougbtal investmentsare increasing in six out of ten importasegc-
tors ¢ transport infrastructure, telecommunication, food and agriculture, climate change miti-
gdion, ecosystems and biodiversity, and heattmternational private investments in these
sectors are stagnating or even declinihguestments m the other four important sectors;
power (excluding renewables), climate changducationas well asvater and sanitationg are
stagnating or even declining, both in total and specificfatyn the private sector.3?

This finding is also reflected at fund leveéarinstance, an assessment of 80% of invest-
ment portfolios in Swiss financial markets showed thagrall, investments are still not
aligned with the Paris Agreement goals, despite improvements from 2017 to2@2ther
study suggests that the 100 largdsixembourg funds are financing carbon emissions that
could drive global warming to more than 41@, twice the limit set in the Paris Agreement.
Furthermore, it revealed that two of the three sustainability funds included in the study sample
were heaviy invested in climatelamaging asset¥.

27 Sustainable investments are also referred to as responsible, social, ethical, or socially responsible investments. Weéedreat t
terms as synonymous, since thefdiences are not relevd to the research question.

28SSF 2020.

29Forum Nachhaltige Geldanlagen (FNG) 2020.

30 Nason 2020 and US SIF Foundation 2021.

311n 2018, 35% of all European responsible investment fund assets were managed in LuxeBbEgLUxembag 2019.
According tcKkPMG Luxembourg 201&sponsible investment funds managed in Luxembourg reached a total of 173.6 billion
EUR of AuM, whereas theixembourg fund industmnanaged a total o#4'064 Mrd. EURet assets in 20165tatista 2020).
2UNCTAD 2020.

33 2°Investingnitiative / Wiest Partner 2020.

340ne of the three sustainability fusd R G KS KAIKSad aKFNB 2F SO02y2YAO | OGAGAGASE gAl
& K I MBhé éntire study sampleexceeding the value of the MSCI World index by 58%. Anotheirsalsitidy fund had the

third highest share of climatatensive asseté54% above the benchmarlgeeNextra Consulting 2021.
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The suspicion has become stronger in recent yddod.only assets in general, but also-so
calledd dstainable investmentspresumably do not generate significantpositiveinvestment
impact on the environment andociety, as the name of the definition might lead to believe
Even though not all sustainable inte®nt approaches are aimed at generating a positive in-
vestment impact in the first place (see chap®&®R.4), it is often explicly or implicitly sug-
gestedinthefy R y I YS 2NJ R20dzySydiaod ¢KA&A Aa ¢gKe (GKS I OO0«
come louder in connection with sustainable investments.

Il O0O2NRAY3A (2 GKS 9! {dadlrAylIoftS CAYylLFyOS ! QlAzy
ing to portray an organisation's prodts, activities or policies as environmentally friendly
g KSy (i KS & GledhBashing i thé context of financial markets can be misleading
claims about environmental products, performances, and practices in oodattitact capital. It
& NB ¥ S Nde variety of pragtikes that range from mabelling to misrepresentation and
msa Sttt Ay3 27F T XMdanywbile both the BnBsRgir@rinrdetftand the Swiss Fi-
nancial Market Supervisory Authority FINMAvealso drawn attention to problems related to
greenwashingFINMA, as part of its strategic sustainability goal for the years 2021 to 2024, will
payspecial attention to greenwashing risks aifhecessary, take the necessary actfdn.

Both greenwashing anithe substantial amountf private capital to help finance a transi-
tion towards a sustainable economy have driven fast and effective political action during the
last five years. Particularhyoteworthy is the EU Sustainable Finance Action®lahich, to a
large extent, has already been cast into-faaching regulations (see chapter2.1). The Swiss
Federal Council has so far focused on voluntary actions by the market, but just recently indi-
cated that new regulations might beenessary to achieve the goal of financial flows becoming
Pariscompatible by 260.4° The Federal Council furthermore stated ti&witzerland would be
guided by international developments, particularly in the EU, in addressing the challenges (see
chapter5.2.2.41

2.2. How investments can contribut® sustainability

Against this backdrop, this study aims to help shed light on whether or not the current, rapidly
growing "sustainable investments" are effectively contributing to sustalitglgoals. To do

this, it is first necessary to clarify how @stors can contribute to sustainability in the first

place in order to understand where the problems currently are, and how they can be solved.

35 European Commission 2018.

36 Maijoor 2020.

37 Swiss Federal Council 2021.

38 FINMA 2020.

39 European Commission 2018

40 Article 1 ofthe Swiss C£Act also makes a reference to the Paris Agreement ArBic] see BBI 2020 and, for further details,
chapter5.2.2

41 Swiss Federal Council 2021.
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Investment impact

Investments can contribute teustainable developmertONS I 4GS | LR aAGA GBS aAy@dSa

LJ- (i the environment and society in the following way (se€igure5):

A Investor impactFirstly, investments influence company behaviour in the econbynghang-
ing or enforcing certain company activitiésee upper part oFigureb).

A Companympact: Then, gcondly, the different company behavioand potentially further
systemic effects in the econonily sumhavel  LJ2 AcbmipanghSY Ldl Othetenvzoyi-
ment and societysee lower part ofigureb).

Figure5: Investment impact
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This figure shows thahvestments can contribute to sustainablewklopment resp. have a positivevestmentimpact on
the environment and society, only if investors change company behaviour in a positivemnwagtor impact)AND if this
behaviour change has a positipbysicd company impacbn the environment and saety (companyimpact).

Source: Inrate 2021, based on Kolbel et al. 2019.

Investors can influence company behaviour and achieve positisastor impacby using the

following levers (se€&igure6):

A Capital allocatn: Capital allocation resp. selection steers capital away from certain invest-
ments (shares, bonds, real estate, etc.) with a negative impai divesting or under-
weightingc towards investments with a positive impagtia investing or overweightingn-
vestments with a positive impactan for instance bsharesof comparieswith innovative,
sustainabilityoriented business models. SuahSt SOG A 2 y  povtfbINEngaSEaS (AKISS dg
the impact of invested companies (or other assets such as real estatbg environment
and society.

Provided that the market power of sustainable investors is large enough, capital allocation
increases th relative share and/or bond prices of sustainable comparidhis turns out to
be consistent across economic adi®s ¢ i.e. concerning the demand of specific shares and
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bondsc as well apver time, it could systematically influence financial manggtes.Sucha
price signaktrengthens the competitiveness of sustainable companies and enables them to
expand theiractivities relative to their competitors and, this way, drives structural change
towards a more sustainable economy.

A Active ownershipwith engagement or (proxy) voting, investors aim to advance incremental
improvements in company operations and, this wayimprovecompanyimpact. Thus, ac-
tive ownership does not necessarily result in a better portfolio impact right away, but usu-
ally in hcremental portfolio impact improvements over time.

A Indirect effectsin addition to capital allocation and engagemesiistainable investors can
also have positive indirect effects on tbeonomyandits impact. For instance, ESG ratings
demanded by susiaable investors can encourage and help companies to improve their op-
erations based on such ratings. A positive ES@gatan also strengthen company reputa-
tion and thus financial resilience in times of crisis. For the sake of clarity, these indirect ef-
fects are not shown ifrigure5 and Figure6, as they were not the focus of this study.

Figure6: Capital allocation impact and active ownership impact
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This figure shows that investment impact can be achikvia capital allocation impact where capital allocatiochanges
financial market prices and/or financing costs and, this way, improeespanyimpactg and / oractive ownership impaat
where engagement or (proxy) voting improvesmpanyimpact over tme. Further indirect investment impacts are not in-
cluded n the figure.

Source: Inrate 2021, based on Kdlbel et al. 2019.

To deliberately achieve a positiirevestorimpact, investors ideally take the following steps:
A Setimpactrelated goalse.g. to redice the climateintensity of the investment portfolio by
20%within two years
A Apply thetwo leversof capital allocation and active ownership impactreach these goals:
A Selecing certain investmentsy to deliberately invesng in oroverweighing ofinvest-
ments in companiegdivestingandor underweighting in order to improve the invest-
YSyid LRNIF2fA2Qa AYLI Ol
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A Engagng & voting (further described below) to change company activities and, this way,
AYLNRGS (KS LER2NITF2fA2Qa AYLI OG 20SN) GAYSO®
A Measure and control theortfolio impact This ensures that selectiomé active ownership
can be directed both effectively and efficiently towarghching the set goals.

Figurel andFigure6 alsoreveal where the potential problems lie: For a positive investment

impact to materialie, both an investor impact and aompanyimpact are required:

A Investor impactCorporate behaviour must be influenceéfectivelyAND

A Companyimpact: Corporate behaviour must be influenced in thight directionso that a
positivecompanyimpact on the enronment and society is actually achieved and societal
goalscan bereached.

Effective investoiimpact
This study does ndhtend to take part in the current discussion about which of the above lev-
ersis more effective foinvestorimpact: capital allodgon or active ownershipBoth strategies
canpotentiallychange company behavioand, by doing spgenerate a positiveompanyim-
pact Thus,both capital allocatiorand active ownershipanbe used and promoted. Indirect
effectscanalso have a positivievestorimpact, as our practice as a rating agency for sustaina-
ble investments continuously shows.
Nevertheless, the focus of thidudy is on capital allocation for the following reasons:
A Recent changes in international and natioredulatoryframeworks focus on strengthening
capital allocation (see chaptér2).
A Capital allocation has the potential to drive structural change towards a sustainable econ-
omy in due time. This is the case, eveadEapital allocationmpact (seeFigure6) has so
far only rarely been empirically observed in direct connection with sustainable invest-
ments*2However, itcouldo S a K2 ¢y (0 KI GF M yWHSGEAi¢piianiallyzai§e &/ ¢
sustainabilityrelated preferences; actuallyinfluenced asset prices. The size of this effect
depends on the market resp. wealth share of sustainable invedtansd it is stronger due
to herding behaviour by passive investors if benchmarks increasingly comprise abitain
equities or bondg?

42 According to Kolbel et al. 2019, the following papers show fifiése Fama and French 2007, Beltratti 2005; Heinkel et al.
2001, and Luo et al. 2017.

431n a thorough literature review, Kélbel et al. 2019 have found only few studies investigating capital allocation impact:
Whereas Hong and Kacperczyk 2009 have foumak#iveimpact on share prices, Teoh, Welch, and Wazzan 1996 did not find
any discernible effect on asset prices. However, several studies show that, for green bonds, there is a tangible effgotea ne
yield premium. Baker et al. 2018, Zerbib 2019 ka¢henlerg and Schiereck 2018.

4“Kolbel et al. 2019, p. 10, with numerous studies.
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A It seems very likely that capital allocationpactwill become easier to empirically demon-
strate in the near future, gian the following conditions: high growth ratesd increasing
market share®f sustainable investments, theew EU standards steering the thrust of capi-
tal allocation moreconsistentlytowards sustainable economic activities (see chaptérl),
and the increasing number and AuM share of sustainability Exchange Traded Funds (ETFs) on
the market that often select their underlying assets in relation to sustainabilitgiiven
marks#

Effectivecompanyimpact
Capital allocatioror active ownershigare only effective if they actually improvkee company
impact on society anthe environment.For a positiv&eompanyimpact, the following prerequi-
sites are required:
A Right direcion: Capital allocation andctive ownershimeed to be impacbrientedto
achieve a positivportfolio impact Capital must be allocated to companies with a substan-
tially better impact on the environment and society. Engagement has to change corporate
behaviarr in a targeted manner where it substantially improves the impact of the invested
company.
A Knowing wheré¢o go: For impactoriented capital allocation and engagemeittis indispen-
sable to measure the impact of invested compar(gsrtfolio impact)on the environment
and society comprehensively and relialBuch an impact measurement is necessary for set-
ting impactrelated goals, allocating capital to the "right" cpanies, directing engagement
and voting to the essential activities of a company, and for controitimgact Alsq compa-
nies improving themselves based on sustainability ratings rely on thorimojgéct ratings to
be most effective.
A Companympactas theresult of systemieffects Companyimpact is usually nofor not
only) the direct result of an investor impachn the behaviour of invested alisinvested
companies but usuallythe result of sgtemic effects in the economyrhese might neutralize
a positve portfolio impact or create an additional positigempanyimpact:
A Capital allocationIn the case of capital allocation towards shares and bonds of sustaina-
ble companies on secondary markets, for instarommpanyimpact is the indirect result
of a prce or capital cost effect, if the market share of sustainable iroredior these
shares o0 bondsis high enough. If sustainable invest have a low market share, how-
ever,unsustainable investors miglitecrease or eveneutralize the price effect by buy-
ing the shares ofinsustainable companies. On the other hand, if a sustainable company

4The number of ESG ETFs increased from 39 in December 2009 to 221 in June 2019, with a growth rate in 2018 of 47.5%. Simi-
larly, the AuM of ESG ETFs have grown significeptl 58% p.a. since 2009. From 2015 to June 2019, AuM even quadrupled
from 6 billion to 25 billion USD. UNCTAD 2020
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isincludedinawell y2¢y adzilAylroAfAdGe Fdzy R GKS
tiveness might improve, which increases the positeenpanyimpact.

A Engagementin the case of engagement, improved reporting gneenhouse gasgHG
emissionsfor instance does notdirectlyimprove the portfolio impact. However, trans-
parency allows customers to deliberately choose clirdaiendly products and, this
way, create a posie companyimpact.Or if a company, as the result of active owner-
ship pressure mproves ts climate intensity by merely selling an enesigyensive pro-
duction facility the portfolio impactimproves, but not the resultingompanyimpact.

This shows thatfjrstly, impact assessment and impagtientation is aprerequisit for a posi-
tive investment impactregardless of the lever chosen for investor impabe it capital alloca-
tion or active ownership Secondlysystemic effectsnustbe consideredo achiese a positive
companyimpact. Theymust bedeliberatelyincluded intoactive ownershigprocesgsandinto
the impact assessment oélatedactivities In the case o€apital allocation, &onsiderable
marketpoweris needed tanaintain the price #ect.

2.3. How to asseseapital allocatiorcontributions to sustainability
To assess the capital allocation effect of sustainability funds we used impact assesaments
dependent variables insteanf other alternative measurements for the following reasons:

Impactassessments
In our opinion, impact assessments are best suited to the question of whether capital is being
channelled into economic activities that make an effective contribution to sustainable develop-
ment. Impact assessmentgliablyrevealwhetherinvesiee companieshave futureoriented
business models and processaglace By including strategies, goalgrogrammesand struc-
turesinto the impact assessmestimpact assessments alstowif companiesare continu-
ously improving in terms of sustainabiliéynd are theefore on the right track.
Suitableimpactassessmergshould fulfil the following requirementee chapteb.1.1for
further detail9: (a) The underlying approachust be reliable. This means that it must have a
sound conceptual and scientific basis and evaluate the contribution of companies to sustaina-
ble developmenin a holistic way(b) Impact assessmentaust be comprehensive, i.e. cover
entire product life cyles and economic sectors or economic activitiethmmeconomy, and (c)
pragmatic, i.e. the impact assessment must be possible despite the limited existing publicly
available data.
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SDG impact
Currently, secalled SDG mappings or SDG impact data are oféed for an impact assessment
of companies anghortfolios. In principle, SDG mappings are well suited to highlighting-issue
specific or SDGpecific strengths and weaknesses of portfolios and thus talteebetween
investments and portfoliothat performbetter concerning some SDGs and worse concernin
others. A prerequisitahis usefulness is thahey are based on a reliable and scientifically
based concept and can thus measure the effective positive and negative target contributions.
Often, however, SB mappings are largely marketing informationwihich individuak actual
or supposed; positive SDG contributions are picked out and communicated.

Even a reliable assessment of SDG impacts, however, is hardly suitable for the question at
handconcerningeffective capital allocation'SDG mappings leaunvestorsalonewith trade-
offs between individual SDGs) that a comparison of two portfolios that perform differently
on individual SDGs becomes very difficQlhly a scientifically baseafjgregation of the various
SDG impacts into an overall sustility impact assessment allows portfolio impacts to be
compared.

Traditional ESG ratings

Traditionald { D N} GAy3a NS Yz2adadfteée oFaSR 2y O02YLI yASaQ
managemat systems and practices. Such CSR ratings show the readmesspabilities of

companies to improve their sustainability impacts over time. However, companies operating in

sectors with high negative impacts such as coal or oil are more likely to hgivlg profes-

sional CSR management systefth€onsequently, theynight get a good ESG grade despite sig-

nificant negative impacts othe environment and societyl hus, using traditional ESG ratings to

assess the capital allocation effect would li@h insuffident and misleading (for more details

see chapteb.1.1).

EUTaxonomycompliance

In the near future, imestorsin the EUwill have to report the share of assetsarportfolio that
is Taxonomycompliant (see chapters.2.1and7.2for further details). Currently,however, the
Taxonomyonly covers climatenitigation and adaptatioriully*’. Additionally data require-
ments areextensiveand, so far, not met by issuing compaes Thus, the application of the
Taxonomy isurrently quite canplex and to a large extentrequires expertbased

46E.g. Crane et al. 2017.

47The current list of economic activities solely refers to climate mitigation and adaptation. Thefmtin@nvironmental objec-
tives (sustainable use and protection of water and marine resources, transition to a circular economy, pollution prevehtion a
control, protection and restoration of biodiversity and ecosystearg) so for only considered @&sterms ofminimum require-
ments(doing no significant harm).
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assumptions. Therefore, the share of Taxonomy compli@octd not be used to assess the
sustainability impacts of portfoliog this study

Oncethese shortcomingsre eliminated further serious drawbeks will remain:

(a) The EUraxonomy is by design purely dichotomagian economicactivity iseither de-
fined as'green” oras"not green”. This means thator the purpose of capital allocation, Tax-
onomy-compliance indicatowill always benferior to an impact assessment which allsfor
more accurate assessmeras acontinuum,i.e.on acardinal or at least ordinal scal8uch a
scaleis a compulsory equirementto actually measurgortfolio impact, which then allows to
comparethe impactof differernt investments and portfolioand to assesshanges inmpact
over time

(b) It is planned as part of the current regulatiothat the Taxonomy will provillistsof
economic activitiesnd technical thresholdf each of thesixenvironmental goalsasis al-
readythe casefor the climatemitigation and adaptationiargets.According to current discus-
sions,listsof economic activitiegor socialand, if applicable governancerelated goalsmight
follow. This pose major practicalchallengesThe lists ofeconomic activities for the two cli-
mate goals are already very extensive and complex and make high demands on transparency.
Therefore,applyingthe compkete Taxonomy will be extremely difficult and tireonsuming.

All in all the Taxonomycompliance indiceor will not be suitable for impact assessmenifs.
the abovementioned practical and concéymal challenges can be overcome, however, the indi-
cator may accordingts purpose serve as compliance indicators to prevent greenwashing.

Sustainability riskanalyses
Sustainability risk analysesuch as scenarioased analyses, are sometimes usegasxies for
assessing capital allocation effects. However, risk anapesedefinitiondo not focus on the
impact of a company or portfolio otine environment andsociety, but either on transitiome-
lated risks, i.e. on the repercussions of sactimpacton the financial riskreturn, or on risks
GKFG FNB y24 NBtIFGSR (G2 | ,SuehvasphysieaddimageNIkd J2 NI F2 A 2
Thus transitionrelated risk indicators are only weak indicators for impaghile for instance
physicallimaterisk indicators are not suitable for impact assessmextall

Presumably the most widspread sustainability risk analyses carried out by investors are
scenarichasedclimate riskanalysesThese are strongly recommended thye Task Force on
Climaterelated Financial Disclosur&sand play an important role in the neamendments to
the EUBenchmark Regulatiofsee chapteb.2.1). In prindple, scenariebased analyseare im-
portant and valuable in sensitising investors to make a stronger contribution to achieving cli-
mate goals.

4 TCF2017.
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Nevertheless, it did not seem sensible to use these analyses for the present research ques-
tion. Onereasonalready mentioned abovevasthat transition-relatedrisk indicators do not di-
rectly assess impact. Another substantial disadvantagehe far-reaching assumptions that
are basically necessary for future forecasts: Assumptions are required with regard to the
longerterm development of techalogies, markets and policy measures, as well as with regard
to the development of the company itself. This means that the results of such analyses are sub-
ject to a very high degree of uncertaintyhis is particularly true fdhe climatecrisis which
requires disruptive social and economic changes téao&ledand the effects of which cannot
be mapped bynerelyextrapolating current trends. In addition, scenario analyses often do not
cover all economic sectothat arerelevant for climate protection and therefore have substan-
tial "blind spots".

At least for the research question in this study, it therefore sedmeither sensible nor
necessary to accept these uncertainties and conceptual weaknesses with regard to impact as-
sessment. The impact assessmented herepased on the Inrate impact dataeened both
meaningful and sufficiengspeciallyfor the following reasons:

A The technical solutions needed for climate stabilisation at below 2°C are already largely in
place. Fom steering effect through capital shifting, it therefore makesre sense in our
opinion to direct capital towards companies that are alreaatyovative andvidely climate-
compatible today, andhis way tostrengthen their competitivenesshan directingcapitalto
companieghat mightor might notbe climate-compatiblein the longer term

A Most economic sectors have direct or indirect climagéevance e.g. the financial sector by
financing fossil fuelsTherefore, a climate impact analysis should be cletedby covering
entire supply chains and all economic sectiorgrder not to distort the resu&

3. Methodsfor the Empirical Analysis

3.1. Sope

In this study, wdirstly assess whether sustainability funds effective\annel capitainto sus-
tainable ecolmmic activities, and to what extent they are still invested in activities that are
problematic from a sustainability perspectiv@econdly, we examine if the application of differ-
ent sustainability approaches (beist-class, exclusion€SG integration, glagement, etc.) by
asset managers significantly contributes to a positive capital allocation.

Therefore, the focus is on whether sustainability funds have a positipéal allocation
effect on portfoliosi.e. if and how farsustainaility fundsare invested inportfolios with a sig-
nificantly better impact than conventional funddue to thér importance for asset
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management decisions, we also investightbe roleof benchmarks by assessiiigustainabil-

ity funds have a significagtbetter portfolio inpact than their specific conventional bench-
marks With this focus we cover the first part of the entire capital allocation imgaigure?).
Reseachingthe entire capital allocation effect in the economy would have to also irchst
sessinghe existence of price effects due to capital allocation and their effects on company be-
haviour. This wouldequire other research frameworks and has been resbadbefore, see
chapter2.2.

Figure7: Capital allocation impact and study focus
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This figure shows the capital allocatioBnpact of investments via capital allocation and price sigredp.changes irfinanc-

ing costdinred). This study focuses on assessingdhpital allocaton effect of sustainability funds on portfolig®d rec-
tangle), i.e. whether sustainability fundisive a significantly better portfolio impact than conventional funesp.if they

are invested in companies with a better impact on environment and sodiafg to the importance of benchmarks for asset
management decisions, we also investigate if susthility funds using conventional indices as benchmarks have a signifi-
cantly better portfolio impact than their respective conventional benchmark.

Source: Imate 2021, based on Kélbel et al. 2019.

Figure8 provides an overview dhe three types of comparisons that we performeddtiain a

comprehensive pictureoncerning the capital allocation effect on portfolrapact

A Firstly, toinvestigae whether sustainability funds are able atiocate capitainto sustaina-
ble activities, we compared the group of sustainability funds with the group of conventional
funds in our sample.

A Secondly, we made a pairwise comparison between each isadtiity fund that used a con-
ventional index as benchmark witts respective conventional benchmarkhis allowed us
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to measure howasset managersfluencel the sustainability impact of the fund as com-
pared tothe index impact ofts conventionalbenchmark *°

A Thirdly, we compared the group of conventional funds with the group of conventional
benchmarks used by the sustainability funds in our samplecasmad.

Figure8: Statistical comparison

Capital Asset
allocation management
effect effect

Control

Source: Inrate

Main definitions and measurements

For the abovementioned comparisons, wappliedthe following main definitions and meas-

urements:

A Capital allocation effect on portfolio$he targeted capital allocation effect on portfolios oc-
curs if sustainability fund assets comgrisignificantly more sustainable economic activities

iKFy O2y@SyiAz2ylt FdzyR 48348340 ¢KA&E Aad YSI adNB

pact (i KS GILR2NIANBR 106 ¢ KS Ay @Sails theddrdhndenyahd5a Q A YL O
society with the converit 2 y I £  Fdzy Ra Q A Y LJ O chpital gllocatikirSef- T2t £ 2 g A y =
fect a Iy | 060NBJALI A2y zapithl dloiatoreffed onipéttfoiioimg S YSIy

pact, notthe entire capital allocatioimpact.

A Asset management effect on portfoliosn assetmanagement effect on portfolios occurs if
Fy FaasSid YFyF3aSNIFEft20FG§Sa | adzadlrAylroAtAdGe
economic activities thathe constituents of the conventional index used as benchmnis

49 Fund managers usually base their investment decisions on indices. Often, a twgeipn of fund assetsstaken from
these indices, and the indices serve as benchmarks for measuringrttierfanagers' investment performance. The actively
managed sustainability funds in our sample werestly (28 out of 31 actively management sustaiiiy funds)based on con-
ventional benchmarkse.g. the MSCI worldvhileall ofthe passively managed sa#ability fundsg the ETF§ replicated sus-
tainability indicese.g. the MSCI world SRI
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effectallows ugto better understand why a certain capital allocation effect is (not) occur-

ring.

Theasset management effect on portfoliégs measured bpairwisecomparing the sustaina-

OAfAGRE TdzyRQa LIRNITF2f A2 A YLIhddxiused aserdchmarK.S A Y LI O
IntheF 2t f 2 ¢ A y @St madagetzénBefféet | & 'y [ 0ONBOAFGAZ2Y S A YL
F3FAY YSIFyYy FaasSd YI yl 3ShIohcodpafidgadt. 2y LI2NI T2t A2

In this study, the funéndbenchmark portfoliosvere evaluated according tmur sustainabil-
ity impactmeasurements (see chapt8r2.2):

A weighted average ES@pactscore

A weighted average carbon intensity (WACI)

A weightedpercentageof revenues derived fromcritical activities

A weighted involvement in major environmeriteontroversies.

We further investigated the effects dlifferent sustainability approachggxclusions, besin-
class, etc.) applied by the sustainability funds in order to investigatefieetiveness of the
different approachego enhance the impaaodf an investment portfolioWe performed this
analysis tdoetter understand the role of sustainability approaches for capital allocatiothis
analysis, we controlled fahe benchmark type conventional vs. sustainabies. noor un-
knownbenchmarkg aswell asfor commonly used parameters: thregionalinvesiment focus,
portfolio concentration and tracking error.

We focu®d our investigation on retail investment funds for the following reasons: Sustainable
investments have eelativelyhigh market shag on fund marketsas compared to other asset
classesTherefore, the empirical basisvasquite broad. Furthermore, the levelf transparency
needed to perform portfolio impact assessmemashighenough, asund holdingsare fre-
guently publishecand ES@pproaches applied by sustainability furete usuallyshown in the
fund factsheet$®

By investigating sample ofetail funds in Luxembourg and Switzerland, we cover two im-
portant European financial cergs:
A Luxembourg was ranked 2n the Global Finacial Centres Index in 2020With total fund

assets of more than 4.6 trillion EUR, Luxembourg is tlge$ fund location in Europe in

50 Credit businesdor instance, igenerally notranspaent enough to perform an impact assessment of credit portfolios. Addi-
tionally, themarketshares of sustairtde credits seem to be significantly lower than for sustainable investment funds, see for
exampleSchwegler/Amstutz 2017.

51Z/Yen 2020.
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terms of net assets and number of funds by the end of Q2 #02@d the second largest in

the world >3
A Switzerland is amng the main financial cergs globally as well, Zurich ranks"énd Ge-

neva 145 With 714 billion ER of fund assetby the end of Q2 202@witzerland ranks!7

in Europe in terms of net assets and™id terms of the number of fund®.
In contrast b the studies cited above (chapt2rl), we focugd explicitly on the capital alloca-
tion effect resp portfolio impact improvements of sustainability retail funds. As impact assess-
ment methods we appliedimpact variables thaare encompassing, as thepnsistently inalde
impacts over entire life cycles (scope 1, 2 aPRl 8nd cover all economic sectors.

3.2. Data set

3.2.1. Fund Sample

The data set for this study consisted df §ustainability fundstheir respectivebenchmarks

and 25 cowmentional fundsEleven of the sustainability fundgere thematic productsThe sis-

tainability fundswere selectedrom the 5& retail sustainability funds listed iBtittgen &

Mattman (2019) whichwere availablefor investmentin Swizerland.The authorddentified

these 582sustainabilityf dzy Ra 2y (K S ratdil furidsiavadiable in SvitzedaQdHinm T

2019 with filteson

A secondarymarkets:equity, bond and real estate fungds

A sustainabilitypositioning:funds thatexplicitly and transparentlyndicated to consciously
pursue a sustainability concern, either by explicitly positionfrEmselvesas sustainability
funds, or by defining sustainability as a strong constitutive elemertheir positioning®’

For this stug, we included onlgustainablity and conventionafundsthat were available in
Switzerlandand Luxembourg. Furthermore, we focused equity fundswith an investment fo-
cus on developed marketse. we excludedonds real estatemoney marketcharity undsor
mixed funds We also gcluded funds with a regional focus other than global, USA/North Amer-
ica or EU/EMU/Europe, e.g. we excluded funds with a focus on emerging marketsesulted

52EFAMA 2020a.

53 EFAMA 2020b.

54ZIYen 2020.

5SEFAMA 2020a.

5% Scope kemissionsre direct GHG emissions causedebgoy LI y & Qa | Gethissidris GenSaied HyS ©2 & Ighsy & Q &
boilersor vans.Scope Zmissions aréndirect GHG emissions due the cmnsumption ofpurchased electricity, steam, heat and

cooling Scope &missions aréndirect GHG emissions.g. from lusiness travel, purchased goods and services (upstream) or

from the use or procession of sold products (downstream). See WRI & WBCSD 2004

57 StittgerMattman 2019¢ KS Fdzy R&Q SELX AOA G adzadF Ayl oAf Ale dicitionA 2y Ay3 gl & N
Information sources were (a) the fund titles, screenedd@mpredefined sustainabilityelated termssuch asSRIESGSDGre-

sponsible, sustainabletc. in different languagds I YR 600 f A & (i Aeftéral dataiprodideted. Bloonpfergp t S¢ 06 @
morningstar.ch, yourSRI.corseeStittgen & Mattman 2019
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in 127 equity funds from which we drew our sample. We chose 11 thematic products and 40

non-thematic products based athe following criteria:

A Largesize (fund capitahs of30" December 2019)

A Each of the sustainability approaches was applied by at leastridfin our sampléexcl.
impact investments for which we were only able to incldke funds),

A No bias in the sample distribution oégionalinvestment focus compared to the sustainable
equity funds available in Switzerlarick. arepresentativesamplein terms of regional in-
vestment focus

A Impact data coveragef more than50% across albur sustainabilitimpactmeasurements.

For the sample of 25 conventional funds, we focused on the same fund tgppsapplied the

same filters The sample was drawrandomly but we controlled for amatchin the distribution

of regional investment fags and fund sizewith the sustainability fundsandwe excluded funds
with an Inrate Impact dataoverage lower than 50%.

3.2.2. Dependentimpactvariables

Thedependent impact variables used in this study are the folloviimgl-level variables
A Weighted averag&ESG Impact score

A Weighted average carbon intensity (WACI)

A Weighted % of revenue derived from critical activities

A Weighted involvement in majagnvironmental controversies

To calculate thelependent impact variables of the fundse aggregate thsustaindility im-
pactof the holdings according to the weights in the respective fund. We used the following
measurements to assess the sustainabilitpact ofinvesteecompanies®

A ESG Impacscore [0; 1]

A Climate Impact: carbon intensitg tCQ/million USD reveue

A Critical activities% of revenuelerived

A Major environmental controversies: involvamt [yes/no]

Each of these impact variablesbased on Inrate datas of October 2020which are outcomes
of Inrate impact measure§.he conceptual basis are exifiaancial assessments of external ef-
fects that, due to market failures, are not internalized into marggtes.The Inrateimpact
measurementsrein line with the Task Force on Climatelated Financial Disclosurés

58 The impact variables are further explaineelow.
S9TCFD 2017.
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(climateintensity) and, from itgrincipalstructure, with the EU Taxonomy (ESG Impact, critical

activities, major environmental controversie As compared to the EU Taxonomy, the ESG Im-

pact and critical activities assessments are

A encompassing: they cover all important environmental impastsvell as social impacts
along entire life cycleand apply them to all economic business activitiesp. sectors

A pragmatic and have been successfully used for many years.

Weighted average&eSAmpact

The weighted average ESG Impact score of a funaisisdoon thdnrate ESG Impastore(see

Annex A.ln more detai) of its holdings. The ESG Impaskesses the encompassing sustaina-

bility impacts of companies on the environment and society. The assessment is based on the

following component$?

A Product Asessmentimpact of products and services on society and enviromnagéong en-
tire product life cycles athe main focus of the impact assessment.

A CSR AssessmeBlystematic assessment of management & operation practices concerning
Corporate Social Respsibility (CSR).

A Controversial practicesnd their impactbon society and environment are included in the as-
sessments.

A Sectorspecifidndicators and weightso account for sectospecific sustainability issues.

The ESG Impact is normalized on a scale ffam1 for the ESG Impact score (zeoorespond-
ing to a very negative net impact, one to a very positive net impact), which is translated into
ESG Impact grades frofx+ to D (seeTablel?2). The grades from A+ to Bhow a positie net
impact, the grades from C+ to B negative net impact: For the statistical analyses, we used
the ESG Impact scoand, forvisualisation purposs the ESG Impact gradeshe distribution

of ESG@mpad gradesis roughly belshaped Figure9).

60 Schwegler 2018.
61 Schwegler 2018.
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Figure9: Distribution of companiesover the ESGmpact grades
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A+ corresponds to a very positive net impdatto a very negativenet impact.

Source Inrate ESG Impact ratings ofOctober 2020 based ora universe of 838 companies

The statistical analyses were performed on fund level as opposed toatimpanylevel, to as-
sess the portfolio impacfThe portfolio impacisbased orthe companylevel ESG Impact

scores of the fund positiorend theirweightingsandis calculatedasthe weighted averag&SG
Impactscorefor each fund. To correct for a bias between the funds due to differences in cov-
erage, we divided thigreighted averag&SG Impadicoreby the proportion of entities cov-
ered.

Weighted averge arbon intensity (WAC)
TheWACIof a fundis based orthe carbon intensites (tonnes C@eg/million USD revenue)f
its holdingsinrate measures the carbon intensity @dmpanieshy allocating carboimtensities
for scope 1, 2 and 3 emissiottsbusiness activitiesbased on the Inrate Climate Impact Model
(seeTablel for example carbon intensitig¢s

The Inrate Climate Impact Model is a quantitative madthelt estimates the GHG intensity
of business activitieaneasured in toa of CQequivalent (tC@Qyg) per million USD revenudhe
model accounts for direct GHG emissions resulting froimouse production processescppe
1), indirect emissions associatadth the purchase of energysgope 2) as well as indirect emis-
sions assodated with the purchase of goods and services from suppliers (including disposal,
scope 3 upstream) and emissions associated with the intermediate or final use of the output of
the production processess¢ope 3 downstream).

The GHG intensities derivedtime Inrate Climate Impact Model are based on an economic
input-output life-cycle assessment (EIO LCA). Imutput analysis is based on the monetary
flows induced by an economic adty across the entire supply, use and disposal chaased
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on officialstatistical data In combination with environmental data it allows to quantify GHG
emissionslong entire value chairthat are linked to these monetary transactiorihe result
are generic emission intensities for economic activities, based on globahgee.For more de-
tails on the Inrate Climate Impact measure, see Annex A.2.
The Inrate climate interiges arereliable and comparabland, thuswell suited to assess
and compare tk climate impact of portfolios antb shed light on the capital allocain effect
A The Inratemodetbasedclimate intensitiesare the best currently available standard for cli-
mate-related assetselection between sectors, esp. hylly covering entire value chains a
consistent way
A The Inrate climate intensities are alsdlfureliable for selecting amongpmpanies withirthe
high-intensity energy and utilitiesectors For these sectors, Inmtesearches the physical
energy consumption of each company, broken down by energy source, and determines the
climate intensityusing IPCC emission factors. This physical data complements the model
based climatentensity data for these sectors.
A For seleting between companies within sectors other than the energy and utilities sectors,
the Inrate climate intensities are partly reliable
A Theintensity data allows to assess and compdiféering product portfolios oEompa-
nieswithin the samesector(e.g. airy products vs. vegetable and fruit farmingthin
the nutrition sector or automobiles vs. light trucksithin the transportationsector).
For companies witlsimilarproducts and serviceshe climate intensity data doesot
distinguish betweer{a) differing brand values of productgb) product technologies (e.g.
different car propulsion technologies for automobiles)(c)in-house processesginclud-
ing offsetting practices)or between diferent purchased electricity mes This has both
advantages and disadvantages:
(a) The blind spot concerning brand values is an important advantage. It avoids that lux-
ury brands receive loweriohate intensities due to higher product prices, even if fuel
consumption and GHG emissions per kilometre might in fact be higher.
(b) & (c) Not distinguishing between different product technologies and inhpuge
cesses can be considered a disadvantagepared to reported GHG dat&dlowever,
this inaccuracy is hardly relevant for the assessment and comparison of portfolio im-
pacts and can therefore be considerad rather smallln principle, it would be possible
to supplement the model data for scope 1 ahdvith reported data. Howewe reported
data are often not comparable and partly incorrect, so that the added valuepafrted
datais doubtful.
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Tablel: Examples of activities with their respective carbon intensities (scop8)1

Hospitals, postal service, uranium mining, Retail ofgelferated

nuclear electric power 250
Fishing, Retail of seffenerated solar electric power 400

Gold ore mining, Clothes & apparel,fSdrinks/Breweries/Winer-

ies 500
Chocolate, Refrigerators & Freezers 800

Metal processing 900
Automobiles, Aircraft, Cosmetics, Pesticides, Water supply & s

age treatment MQnnn
Cruise ships, Stone & mineral products, Grain & seed farming HQpnn
Oil extraction, cement pQnnn
Retail of selgenerated electric power from coal cQnnn
Cattle ranching & farming, Wholesale of sgéfnerated electric

power from Coal MnQnnn
Coal mining MpQnnan
Steam & thermal energy supply (based mainly on coalgas) o n@n

SourceClimate Impact data 2020

The Inrate Carbon Impact data shows that indiréétG emissions associated with the pur-
chase of goods and services including disposal (scope 3 upstream) accowofof fiotal
GHG emissionsf an average copany inthe Inrate universgFigure10).52 Moreover,55% are
caused during product usage (scope 3 downstredrhjs emphaizes thenecessityto evaluate
the entire value chains of a company's products and serfmes compehensie picture ofa
LR2NIF2f A2Q4 OfAYFGS AYLI O

62 Schappi et al. 2020.
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Figurel10: Contribution of the different scopes to total GHG emiss®n

Scope 2

Scope 3 59

downstream
55%

Source: Inrate Climate Impaas 0f2020.

In this study, the encompassing climate intensity (scof® s used as one of thmainde-
pendent variable. However, we also used the partial climate intensity scope 1 and 2 as con-
trol, as presumablymostof the climate intensity data used by asset managers does not or not
fully include scope 3 emissions. Titeason for this being that scopee®nissionsare rarely re-
ported and have to be modelled. We do not present the details of the analyses with the control
measurement (scope 1 and 2) becatise statistical analysis revealed thidueir direction and
signifiance did not differ from the main analysis (scope 1, 2 an® 3).

With the fund positionsand their weightingswe calculated the weighted average carbon
intensity (WACI¥or each fund. To correct for a bias between the funds due to differences in
coveragewe divided this WACI by the proportion of entities covered.

Weighted percentage of revenue derived from critical activities
Afund@weighted percentage of revenue derived from critical activiiiebased on thén-
volvementof its holdingsn certain criical activities(in % of revenup! O2 YLIJI Y@ Qa Ay @2t @S
ment in critical activities can be extracted from tB&G Impact Product Assessmaevtiich is
an importantpart of the ESG Impact assessment of compartiesthe Rroduct Assessment,
Inrateinvestigated O 2 Y Ldlisyiésagtivities as well as thleareof revenues derived
from these activitiegsee Annex A.1)

For the purpose of this study, we labelled thetivitiesin the following categorieas criti-
calaccording to their detrimentahipacts on tle environment and society
A Agricultural industry and fishingneat, dairyleggs seafood/fish, fertilizer & pesticidgs
A Deferce industry

63 This could mean that asset managers did not optimize gmipe 1 & 2 climate impact either, or that our model data did not
reveal portfolio impact improvements made by selectimgnpanies witHower climate intensities oin-house processegrod-
ucttechnologies or purchased electricity mes
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A Fossil fuels (oil, coal, natural gas)

A Mining and production of metal

A Nuclear energy

A Production ofcement

A Transportationindustry (roadtransportation, excl. public transporénd air transportatiol

For each of these critical activities, we covered entire value ch&imsinstanceair trafficin-
cludesthe production of airplaneandtheir componentsas well as activitiekom airlines and
airports.

We calculated the weightedercentageof revenue derived from each of these activities
per fund on the basis of the fund positioaad their weightingsTo correct for a bias between
the funds due to diffeences in coverage, wadivided this weighted percentage ofvenue de-
rived from each activitypy the proportion of entities coveredVe investigated the involvement
in critical activities separately and as a combined measurement for which we used the sum
over all critical actities.

Inthis study, genetic engineering is also considered a critical activigydidnot estimate
the shareof revenuebecausemostcomparies involved conduct researatithout directly gen-
eratingrevenue Inrate,therefore, determines whethecompaniesare involved ircritical activ-
ities related to genetic engineering or nd@riticalactivities include genetic modifications of
plants (e.g. production of genetically modified seedisianimals (e.gcreation of gengcally
modified animals or productionf drugs or other substances by use of genetically modified ani-
mals, i.egene pharming). For this reason, we did not include genetic engineering oothe
binedmeasurement with the other critical activitiemeasurel in share of revenudyut re-
ported thistopicin the separateesults.

Weighted nvolvement in major environmental controversies
We also investigated the involvement in major environmental controvergidsnd3 weighted
involvement in major environmental controversies is based on the nurobblpldingsthat are
involved in major environmental controversies and their weights in the fumdte evaluates
the ESGrhpact of a company based among other thifgee aboveand Annex AJlon contro-
versies from different categories.g. governanceractices, working conditiongegalcompli-
ance, impact on local communities or environmental damages.
For eaclcontroversialevent, an impact assessment is carried out, taking into account the
ASOSNRAGe 2F GKS S@Syids (K Sandentdeddi@artish y @92t dSYSy i

64 For example, aontroversial event, such as a corruption case, has high credibility after a court conviction. During the investi-
gation and without such a court verdict, the credibility of the event may be quesiie.
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impact assessment results in event scores from 1 (highest negative impact) to zero (no nega-
tive impact). All controversial event scores corresponding to one category are then aggregated
andconveted into a controversy indicatoscore per company, again from 1 (highest involve-
ment) to zero (no involvement)n this study, ompanies with one or morenvironmental con-
troversyindicatorscores exceeding a threshold of 0.5 were considered to hawesgor involve-
ment.

For each fundnd benchmarkwe calculated the weighted involvemeot companiesn
major environmental controversies using the fund pasisand their weightingsTo correct
for a bias between the funds due to differencexoverage we divided this weightedpercent-
age of involementby the proportion of holdingscovered.

3.2.3. Portfoliopositionsand their weighings

Thepositionsand theirweightingsof the sustainability anad¢onventional funds were assessed
on 31.12.2019 or the closest available date on Thompson ReoteBloomberg. The same pro-
cedure was applied to the benchmark positions. Where benchroanstituents and their
weightingswere not available, we estimated them \garresponding=TFs either on the web-
site of theasset manageor Bloomberg.

3.2.4. Independentvariables 1Sustainability approach

For every sustainability fund, we allocated the applied sustainability agbroa combination

of approachesTo do this, we performed our own desk research based on publicly available in-

formation, mainlyfund factshees andfund provider publicationg~or the statistical analysis

we differentiated between the followingevensustainability approacheas listed inTable2.

The distinction of sustainability approaches in our study mostly aligtisthiése general

market definitions, with thdollowing exceptions:

A ExclusionHere, we combined valubased and nornbased exclusions resp. screenings due
to the high similarity of the approaches and thematic overlaps.

A Positive selectiamAs bestin-classh & | A LISOATA O LJ2 & positiv®eleca St SOl A2Y
GA2yeée gl a 2yte GF1Sy Ayid2 | 002 dapiniclagsyp- G KA a &l dzRa
proach.

A Thematicsustainabilityinvestmentsin this study, we only included thematic funds with a
focus onenvironment, climate or sustainable energy.
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Table2: Definitions of sustainability approaches

Sustainability approach  Definition

Bestin-class I LILINR F OK Ay 6KAOK | O2YLI yeQa 2NJ A
ESGerformance of its peers (i.e. of theame sector or category) based on a si
tainability rating. All companies or issuers with a rating above a defined thres
are considered as investable.

Engagement Engagement is an activity performed by shareholdeits the goal of convincing
management to take ESG criteitao account This dialogue includes communi-
cating with senior management and/or boards of companies and filing diling
shareholder proposals. Successful engagement can lead to changésanyaLJk
strategy and proceses so as to improvies ESG performance and reduce risks.

ESG integration The explicit inclusion by investors of ESG risks and opportunities into traditic
financial analysis and investment decisions based on a systenratiegs and ap
propriate reseach sources.

Exclusion An approach excluding companies, countries or other issuers based on activ
considered not investable. Exclusion criteria (based on norms and values) ce
fer to product categories (e.g. weapons, #to), activities (e.g. anirhesting) ol
business practices (e.g. severe violation of human rights, corruption).

Impact investments Investments intended to generate a measurable, beneficial social and enviro
mental impact alongside a financial returi, L} OG0 A y @S & (i Ya3ayige
of returns from belowmarket to abovemarket rates, depending upon the circu
stancesSwiss Sustainable Finan@&Sfrconsiders impact investments as those
having three main characteristics: intentionality, managemamd aneasurability.

Positive slection Investment objects are chosehat fulfil ethical, ecological, social or governanc
criteria particularly well.

Thematic sstainahlity Investment in businesses contributing to sustainable solutions, in tvrenmen-

products tal or social domainin the environmental segment, this includes investments

renewable energy, energy efficiency, clean technology-¢awbon transportatior
infrastructure, water treatment and resource efficiency. In the social segmen
includes investments in edutian, health systems, poverty reduction and solu-
tions for an ageing society.

SourceDefinitions are based 08SF 2020.

We did not include ESfelated votingin the study, as, with our study design, were not able

to assesshe companyimpact of active ownership practices. Engagement was included anyhow
to controlif active ownership mighdeliberately lead to investments in activities with a nega-
tive companyimpact with the goal to improvénpactover time

3.2.5. Independent vaables 2:Control variables

As control variablesye used thebenchmark type, the coverage atitree widely used metrics
for portfolios: investmentfocus, concentration and tracking error
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Benchmark type

We differentiated between funds with a conventior@l a susainable benchmark. For some

funds, Bloomber@ndfund factsheds did not providea benchmark. We categorised them as

funds without a(known)benchmark.

A Sustainabilitbenchmarls were applied byl3 passivelynanagedundsandthree actively
managel funds

A Conventional benchmarkwere applied by31 activelymanagedunds,

A Unknownor nobenchmarls were foundor four actively managedunds

Coverage
The coverage measures the weighted proportion of the fund holdings to which we were able to
allocatea companylevel sustainabilitympactmeasurement. Even though we corrected final,
fund-level dependent variables for this coverage, weluded the coverge in our regression
analysis as a control variable.

The averagénrate Impactdata coverage over thdifferent sustainability impact measure-
ments in our data seivas92% (min60%), max100%)per fund Overall, weevaluatedn Q m n &
different companies.

Investment focusby region

Historically, sustainability reporting varied greatly between regi®risstands to reason that
the regional investment focus of a fund might affect the sustainahitifyactof a fund For in-
stance portfolios with a focus on emerging markets tend to have lower sustainalipacts
than portfolios with a focus on developed maitk.?® To control for potential effects on a finer
scale we differentiated between the followingegions

A Global

A USAor North America
A EU, EMUEconomic and Monetary Union) Europe

5 Kolk 2005.
66 AverageESG Impact@re per companydeveloped markets (N=2169)0.449; emerging markets (N=1185)0.368. Source:
ESG Impact data as of October 2020.
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Table3: Distribution of regional investment fous

Global 51% 63% 64%
USA or North America 20% 16% 16%
EU, EMU or Europe 28% 22% 20%

Based on the full 123ustainabilityfunds in Switzerlanthat fulfilled our criteria (see chapteB.2.1).
SourceBloomberg

Concentration(HerfindahkHirschmannindex)

The HerfindahHirschman Index (HHI) is a commonly accepted measungortfolio concen-
tration®” or portfolio diversificatiof®. It is calculated by squaring the share of eaompanyin
the portfolio and then summing the resulting numbers. It cange from close to zero to 1.
The average concentration in our data $es0.02 (min <0.01, max 0.14)

Tracking error

Tracking error is the divergence between the performance of a fund and the performance of its
benchmark. Therefore, the tracking errs an indicator of how actively a fund is managed and
its risk levefl®. For our study, we used the ofnyear tracking errors reported by Bloomberg with

a target date 0f31.12.2019

3.3. Statistical analyses
Graphs and statistical analyses were all performéith the R programming language 480.3°,
using thebasepackage for plots and thgtats package for stastical models as well as statisti-
cal testsP-valueswere evaluatecdat a 5%threshold i.e. p-values of <0.05 were considered as
significant.A pvalue of 0.05means thathere is a5% likelihoof committing a type | error
(false positive}. A pvalue beween 0.1 and 0.05 with a respective likelihood between 10%
and 5% was considered a trendpAvalue <0.001 corresponding to a 0.1% likeliheascon-
sidered highly significant.

Toinvestigate thecapital allocation effecon portfolios(see chapteB.1), wecomparel
the group of sustainability funds with the group of conventional fuhgsisingWwelchtwo-

7 Lovett 1988.

58 \Woerheide & Persson 1993.

59 Chen 2020.

°R Core Team 2020.

LA type | error means that the null hypothesis was falsely rejected. Thaypdthesis tated that there is no difference be-
tween the two groups being compared (e.g. the group of sustainability funds vs. the group of conventiosgal fund
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samplet-tests (two-sided un-paired’2 Furthermore, we performedwo-sidedpairedt-tests’®

to investigate whether sustainaltiy funds differ from their specific conventional benchmsrk
as a measure of thasset management effecbue to thispairwise comparison, we included
benchmarks multiple times if several sustainability funds had the sameHweark.As a con-
trol, we also ested the difference between conventional funds and the conventional bench-
marks of the sustainability fundsy meansof Welch twasamplet-tests(two-sided. In this
group-wise comparisonwe naturallyincluded each benchmhronly once.

Finally, ve performed regressioranalyses Wespecificallyusedlinear models (LM) with
Gaussian family distribution to analydee effect ofthe different sustainabilityapproacteson
the dependentsustainabilityimpact variable®f the funds. As control variables, we udhe
investment focusy region the benchmark typethe portfolio concentrationas well as the
tracking error(seechapter3.2.5).

3.4. Limits of this analysis
In this chapter, we summarise the limits of our analysis

1. Thestudyfocusedon the capital allocation effecon portfolio impactsee chaptef3.1). By
doingso, wedid notcover the following topics:
A We did not assess greenwashing. To do this, it would have been necessary to assess a sus-
tainabilhk 1 @ Fdzy RQ& SELX A Oatefial, Ang doSsyiliing @attesY | NJ S Ay 3
A Bvaluatingthe capital allocation effeabn portfolio impact as we did in this studyloes not
coverthe entire capital allocation impaobf a sustainability fund. As explainegdchapter
2.2, sufficiently large market power is required in particular for capital allocation to generate
an overall investment impact die environment and society
A Capital allocation is not the only lever to achieve a fpsinvestmentimpact. Our research
designdid not allow us to assess the impact of Ei@ted active ownership, i.eengage-
ment or (proxy) voting. These approaches might imply that a fund is deliberately invested in
economic activities with an adversapact that the investor is working on to improve incre-
mentally. To address thénvestmentimpact ofengagement or (proxy) votingve would
have needed a radically different study desigtowever, he decision not to focus on these
approachedid not refled any views on whether they havepmsitive investmentmpact.

72 Atwo-samplet-test is a gatistical hypothesis test. The test is used to determine whether the meatvgoofiroups of data-

points are significantly different from each other.

73 A paired ttest is based on two groups of matched pairs as opposed st based on two independent groups. It is often
used for comparisons of repeated measures, e.g. beforaftey. patients receive a drug in clinical tests. Here, we basically com-
pare before vs. after application of sustainability approaches.
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2.So far, there is no generally acceptaastainability impact measuremetttat could be used
to assess the capital allocation effect. The EU has just set up standards for impact assessments
in the EU Taxonomy, theustainabilityrelated Disclosure in the Financial Services Seantdr
the amendments to the benchmarking regulatjavhich haveyet to be implemented and are
still incomplete (see chaptes.2.1). In theabsence thereof, this study is based on the sustaina-
bility impact measuremerst by Inrateas shown and described in chap®e.2

These impact measuremensse, in our opinion, the best currently available impact meas-
urements gee chapte.3in more detail). Thewgre in line with the TCFD (climate impact) and,
from its principal structure, with the EU Taxonomy (ESG Impact, critical activities, major envi-
ronmental controversies). As compared to the Eiakxonomy, the ESG Impact and critical activi-
ties assessments are
A Encompassingthey cover all important environmental irapts along entire life cycles as

well as social impacts and apply them to all economic business activities;

A Pragmaticand have been sicessfully used for many years.

Theclimate intensitieof holdings and portfolioare calculated based on the Inrater@éte Im-
pact Modeland, as suchare comparable and highly reliable (see chap®2.2for more de-

tails). The only limits refer to comparingompanies wittsimilarproducts and serviceHere,

the climate intensity data does not distinguish betwediffering product technologies (e.g. dif-
ferent car propulsion technologies for automobiles)in-house processe@ncluding offsetting
practices) or between differentpurchased electricity migs However, this inaccuracy is hardly
relevant for the assessment and comparison of portfolio impactscamitherefore be consid-
eredas rather smallin principle, it would b possible to supplement ghmodel data for scope

1 and 2with reported data. Howeer, reported data are often not comparable and partly incor-
rect, so that the added valuef mixing modelled data witheported datais doubtful.

3. Not all sustainabilityuhds and sustainability approaches applied have the ekgiaalto
contribute to a positiveeompanyimpact, and not all of them aim at allocating capital towards
(more) sustainaltle economic activities. Thisoncernsespecially:

A ESG integratiamo invesment impacteffect intended.

A Voting and engagemenpositve investmentimpact intended, but no shosterm im-
provement of the portfolio impactlt is possible that asset managers inviesinsustain-
FofS SO2y2YAO | Odtidibo impaStinpréavément isluevdad gvé ¢ ©
time.
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However, all sustainalify funds investigated in this study that ubengagement or ESG inte-
gration as sustainability approaches alsodis¢her approacheshat implied a capital alloca-
tion effect, such as exclusion oest-in-class Furthermore, we did not find a negative ctadi
allocation effect forengagement (see chaptédr.3).

4. In our study, we had to deal with the followitegk oftranspareny:

A Sustainability approaches: For atudy we performed desk research based on publicly
available information to identify the sustainability approaches applied by the sustainability
funds’4 We were not able to perform a survey with the providers within tkepe of this
study. This is also one tife reasons why the empirical analysis stays anonymous. There-
fore, where sustainability approaches were not explicitly mentioned or clearly explained, we
needed tomakeassumptions®
Also due to the limited scope ttfie study anda lack of transparencye could not include
further variables into the studya)the strictness of the sustainability approaches applied in
a fund (for instance if a funexcludedcompanies only after exceeding a high threshold or
alreadyafter exceeding dow threshold) andb) how consistentlythe sustainability ap-
proaches were applied by the fund managefer all fund assets dior just a shareof assets.

In the latter casea thematic climate fund may still be invested in coal.

A Intention: Furthermore, we did not evaluate \&ther funds actually inteneld a capital allo-

cation effect or not.

5. Our results are anonymized because the aiithe studywasnot to evaluate or rankndivid-
ual providers or funds. Insteadie intendedto draw attention to a highly relevant issue atal

74 As information sources we mainly used fund factsheets and, if applicable, ESG investment policies and internainegdlati

fund providers, if we found explicit or rather strong indications that these policies and internal regulations also apthieed t

specificfund. For passively managed sustainability funds, we also researched the respective documents of theuidiex pr

that the fund replicated.

BLY LINAYOALX SS 6S YIRS GKS F2tt26Ay3 | 4adzYLIiA 2yohider-6F 0 WLYGSANI G
LINBGSR Fa | AaLISOAFAO &adzadl AylFoAf Ade | LILINEréiQdgmtedSnoliitaiziml f f & y2030 | &
Fylrftearad 600 ¢KS AyidSyidirzy 2F FOKASGAY3I | Lincempan@sShath YLI OG X T2 N
are having a real impacton globalwarmihg ¢+ & y 2 G Ay G SNLINE i Ssome irfornfationdvaddiverapodtS & G A y 3= dzy ¢
impact measurement. (c) Applying ESG aspects agetistn and reputational factors in investment decisions ivdsrpreted

Fda a¢9{D AYyiSaNIGA2yéd ! 3aSaary3a O2y i N O dzishehty(d) AgpBingdhk SN { 5D& g1 a N
SDGs and the UN PRI were not regarded as norms interms ofmbrida SR SEOf dzaA2yad 6 S0 hiblh-y 3S&aGAy3I Ay
3283 IyR SySNHASa (2 FOKAS@GS |y 2LIAYFE N dotswerdddtteRQ 1 & y23G Ay
preted as risk factors, but as a general risk diversificaf®d KS FAY A& G2 Ay@Sad Ay YasN) S

t S RSNA
notinterpreted as bestn-Of 342 AT GKS WYFN]SG tSHRSNBQ néthreBns &F SuStdindiSR Ay G SN¥Ya
OAtAGREDd 630 WEKS TFdzyR Aa Sy3F3ISR Ay O2YL) yA Selatedehghgmehit,o dzi Ay3 G2 O
odzi Fa I GKSYLF (A e laygd QmpaivieS fhat puts@e@ padiop of suktginable devetmiQ 2 NJ WSEKAOA G |
YAYAYdzy €t S@St 2F 9{D LISNF2N¥YIyOSQ 2N WYKI S | KAIKSNI 9{D ald2NB i

Bestin-class was only chosen if the fund chose the best companies concerning ESG factors within one ass{es) ctsp.
group(s) of companies, e.g. industries or an index. (j) @edghting of sustainable and undereighting of unsustainable com-
panieswas interpreted as positive selection.
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provide empirical evidence for it. Moreover, where publicly available information on the sus-
tainability approaches of sustainability funds was incortglar unclear, we were not able to
check with the fund companies to corroborate our assumptions.

6. The sample of sustainability funds in this study was selected tepeesentativefor the
Swiss market with regards teample size (we examined 51 out of 127 funds) @uedregional
focus. The samplef corventional funds was matched to the sustainabifimds(for details
see chapte.2.]). Therefore, he sample otonventional fundss not representative for all
conventional fundsHowever, the matching guarantees thidiere is no bias when comparing
the sampleof conventiona funds with thesample ofsustainability fund$® Moreover, he sam-
plesof sustainability and conventional fundse sufficiently large to detecklevantdiffer-
encesvia the tteststhat we used to identify capital allocation dmsset management effects.

In termsof the regression analysexamining thanfluence of sustainability approaches
portfolio impact,the statisticalrepresentativty is uncertain The reasons are the following:
Due to the lack of transparency and clarity in the fund documeatesj determining the sus-
tainability approaches apigd by a fundvia desk researctvas very timeconsuming. There-
fore, we were only able toincludea limited number okustainabilityfundsapplying aspecific
sustainability approachAs wedid not know thetotal number ofsustainabilityfundsapplying a
certain sustainabilityapproach we do not know whether we reachethe necessary amount of
sustainability fund$or each approacihat would be necessary to reach representativity.

However, ve didtry to include a minimum amounof 10 funds per approacihiswas sic-
cessfulapartfrom (i K Bnpatt investment | LILINEs ler@iled ut gainan overall im-
pression whether some sustainability approaches consistently imgreustainabilityimpact
or not.

Conerning the control vagbles in the regression analysisirsamples were not designed
to be representative across benchmark type, concentration or tracking error. We did, however,
used them as control variablés case they influenatthe dependentimpactvariables.

4.  EmpiricalResults

In this chapter, we describe the empirical results of the statistical analffeeghe interpreta-
tion of the results, see chapté.

76 Hypotheticallyjf the conventional funds sample were representativehe Swiss market of conventional funds but had e.g.
60% regional focus on Europe and we compared it to a sustainability funds sample widld%ntggional focus on Europe, the
discrepancy in regional focus might bias the results.
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4.1. Overview

Asmentioned before, v performed three types of congpisons

A Sustainability funds vs. conventional furtdsassess theapital allocationeffect of sustaina-
bility funds,

A Sustainability funds vs. their conventional benchmarks to measuredssst managers-
fluence theportfolio impact of the fund as comped to the benchmark.

A Conventional funds vs. the conventional benchmarks of the sustainability fundscasral.

For theportfolio impact assessment of funds and benchmarks, we used the four sustitiynabil
measurementss listed inchapter3.2.2 In terms of the capital allocation effect, we found that
the ESG@Gmpact scores of the sustainability funds were signiftbahigher than those of the
conventional fundgFigurell). While being significanthe difference 0f0.04 resp.9% is barely
enough to improve the ES@pact grade halfwayfor instancefrom G to C. Furthermore,nei-
ther carbon intensities nothe share ofcritical activities of the sustainability funds were signifi-
cantly reduced compaxkto the conventional funds. The sustainability funds, howeskowed
significantly reduced involvements in major environmental controversies compared to the con-
vertional funds (by 69%).

The analysis for the asset management effect shows that all susifitpaneasurements
of the sustainability funds were significantly improved compared to tbeiventionalbench-
marks: theES@mpact scors of the sustainability fads were significantly highdry 13% At
the same timegcarbonintensitiesas well aghe share ofcritical activitiesand involvements in
major environmental controversiesere significantly reducetby 49% forcarbon intensities
by 30% forcritical activitiesandby 92%for involvements in major environmental controver-
sies.

There were no giificant differences between any of the sustainability measurements for
the control, i.e. thecomparison between conventional funds and tbenventiond benchmarks
of the sustainability funds. Therefore, we did not include this comparisétigarell.

Theresults ofthe regression analysshowthat the sustainabilityapproaches hardly af-
fectedthe dependent variables. In fact, only thematic products influenced thelBpéct
score Amongst the control variables, the concentratigignificantly affected ESi@pact
scores, carbon intensities and critical activities, whereas the regional investment focus and cov-
erage significantly affected the E8@pact score.
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Figurell: Main results

0.48 (
0.47 (

) -> 0.52 (B)

ESG Impact score )->0.53 (B)

B-
B-

Carbon intensity
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no significant difference
1'135 -> 822

Critical activities
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no significant difference
17% -> 9%

Major environmental controversies
[% involvement]

1.2% -> 0.4%
2.5% ->0.2%

-100% -75%  -50% -25% 0% 25%
B Capital allocation effect
B Asset management effect

This figure displagin bluethe mean difference between sustainability funds and conventional fyadsa measuref the
capital allocation effegtin percentage of the mean of the conventional fupdsd in orangéhe mean differencéetween
sustainability funds and thenespectiveconventional benchmark&s a measure of the asset management effact)er-
centage of the mean of the benchmarks

Sourcelnrate ESG Impact data and Climate Impact data as of October 2020

4.2. Comparisons

4.2.1. Capitalallocationeffect: Sustainabilitydnds vs. conventional funds

With the comparisorbetween sustainability fund@N=51)and conventional fundéN=25) we
investigated whether sustainability fundstuallyallocated capital towards activities with a
better sustainability impac The raw datashows thatthe interquartile rangesiQR i.e.the
range between the first and third quartile) of the tvgmoupswere at least partly overlapping
for all of the four dependenimpactvariables(Figurel2). Furthermae, therewere several out-
liers, especially when @éameto the involvement in major environmental controversies.

The results of the-tests are summarised ihable4. With regards to the ES®npact score,
sustainalility funds indeechad a significanty higher scordy 0.04, i.e. &%/ increase(p-value
< 0.001) Compared to the conventional funds, the sustainability fuhdd a significant reduc-
tion in the involvement in major environmental controversies by 0.8 eetage points, which
corresponds to a 69%eduction(p-value = 0.01)However, we neither found a significant dif-
ference for carbon intensity, nor for critical activities

77 This percentage wazalculated as follows: 100*(average for conventional funalgerage for sustainability fundsgverage
for conventional funds; in this case the average concerns the ESG Impact scdrel(sdi
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Figurel2: Boxplots of aw datacomparingsustainablity and conventionalfunds

a) ESG Impact score b) Carbon intensity [t CO,eq / Mio. USD]
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Distribution d the raw data of the conventional and sustainability funds for a) the weighted averagép@€ score, b)

the WACI, c) the weighted percentage of revenue derived from critical activities and d) the weighteeimgnt in major
environmental controverss.

A boxplotsummarisedive numbers from the data seThe median is the line dividing the box, the upper and lower quartiles
of the data define the ends of the boXhe minimum and maximum data points are dramspoints(if outliers are present)

or asthe ends of the linegwhiskers) extending from the bo®utliersare defined apointsthat are further away from the
ends of the boxhan 1.5 timesof the height of the box

Sourcelnrate ESG Impact data andn@ite Impat data as oDctober 2020
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Table4: Results of t#tests comparing sustainability and conventional funds

p-value <0.00F** 0.144, ot sign. 0.070, notsign. 0.010+*
@ sustainability 0.52 822 10% 0.4%
funds

@ conventional 0.48 1061 14% 1.2%
funds

* significant at 0.08evel, ** significant a.01-level, *** significant at 0.001level

Sourcelnrate ESG Impact data as and Climate Impact data as of October 2020

Taking a closer look at the categories of critical activiegzarately there wasno significant
difference between conventional arglistainability funds fiosix out of the eight categories
(Table5). Onlythe shareof revenues derived fromthe production of cement was significantly
reduced by 0.22 grcentage points (69%p-value = 0.026in sustainability funds and from the
defence ndustry by 0.3 percentage points @) pvalue = 0.025

Table5: Results of #tests comparing theshareof critical activities insustainability and conventional funds

Agricul-  Mining & Fossil Cement Transpor- Defence Nuclear Genetic en
ture & metal pro- fuels produc- tation energy  gineering
fishing duction tion

p-value 0.386 0.822 0.146 0.026* 0.211 0.026* 0.559 0.118
not sign. not sign.  not sign. not sign. not sign.  not sign.

@ sustain-  1.2% 1.6% 4.0% 0.1% 2.5% 0.3% 0.5% 1.0%

ability

funds

@ conven-  1.5% 1.5% 6.4% 0.3% 3.2% 0.7% 0.4% 1.8%

tional

funds

* significant at 0.08evel, ** significant at 0.0devel, *** significant at 0.004evel

Sourcelnrate ESG Impact data as of October 2020

4.2.2. Asset management effecBustainabilitydnds vs. their conventional bench-
marks

We analysed how asset managers influesthtiee sustainabilitimpactof the funds by a pair-

wisecomparison betweereachsustainability fundN=32)andits respectiveconventional

benchmark(N=32) Across the four depedentimpactvariables, thanterquartile rangegIQR

of the two groupswere not overlapping at all or only very slightlyigurel3). Furthermore,
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there were several outliers, especially whencaameto the involvenent in major environmen-
tal controversies.

According to all foupaired ttests, therewere highly significant differenceg-values
<0.001)between sustainability funds and their conventional benchmaifilab(e6). Sustainabil-
ity fundshad significantly higher ESi&pact scoredy 0.0 (139, and significantly lower car-
bon intensitieshy 313 tC@Mio. USD(30%) Moreover, critical activities adinvolvements in
major environmental controversiesere significantly rediced by 81 percentage points49%)
and 23 percentage points92%), respectively

Figurel3: Boxplots of raw data comparing sustainabfands and their respectiveconventionalbenchmarls

a) ESG Impact score b) Carbon intensity [t CO,eq / Mio. USD]
1400
0.55
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sustainability funds benchmarks sustainability funds benchmarks
c¢) Critical activities [% revenue] d) Major environmental controversies [% involvement]
25% 4%
20%
15% 3 | °
: 1 2% e
0,
59 i 1% %j o
0% — 0% ’
sustainability funds benchmarks sustainability funds benchmarks

Distribution of the raw data of theustainability funds and their conventional benchmarks for a) the weighted average ESG
Impact score, b) the WACI, c) the weighted percentage of revenue derived from critical activities and d) the weighted in-
volvement inmajor environmental controversies.

For adescription of how to read boxplots, séegurel2.

Sourcelnrate ESG Impact data as and Climate Impact data as of October 2020
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Table6: Results opairedt-tests comparing sustainabilitfunds and their respectiveconventionalbench-
marks

p-value <0.001*** <0.001*** <0.001*** <0.001***
@ sustanability funds 0.53 744 8.5% 0.2%

@ conventional 0.46 1057 16.7% 2.5%
benchmarks

* significant at 0.08evel, ** significant at 0.0devel, *** significant at 0.00devel

Sourcelnrate ESG Impact data as and Climate Impact data @stober 2020

Themore detailedanalysis of the criticadconomic activitieshows that only somef them are
significantly reduced in sustainability funds compared to tleeinventionalbenchmarkqp-val-

ues <0.001)namely fossil fuelqroduction of cement, transportatiomdustry and defence in-
dustry (Table7). There is no difference in the agricultural industry and fishing, mining industry,
nuclearenergy and genetic engineering.

Table7: Results of paired-tests compaing the percentage of critical activities in sustainability funds and
their respectiveconventional benchmarks

Agricul-  Mining & Fossil Cement Transpor- Defence Nuclear Genetic en
ture & metal pro- fuels produc- tation energy  gineering
fishing duction tion

p-value 0.338 0.467, <0.001** <0.001** <0.001*** <0.001**  0.206 0.075
not sign.  not sign. not sign.  not sign.

@ sustain- 1.4% 1.5% 2.6% <0.1% 2.3% 0.3% 0.4% 1.1%

ability

funds

@ conven- 1.1% 1.7% 7.4% 0.2% 4.6% 1.0% 0.5% 1.6%

tional

bench-

marks

* significart at 0.05level, ** significant at 0.0devel, *** significant at 0.00devel

Sourcelnrate ESG Impact data as of October 2020

4.2.3. Control:conventional funds vs. conventional benchmarks of sustainability
funds

As a control, we also compared the conventiofuedds with the conventional benchmarks of

the sustainability funds. The IQR of the two groups highly overlap in the raw data for adl of th

dependentimpactvariables Figurel4). Not surprisingly, we found no significant diffeoms
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for any of the dependenimpactvariables Table8). The same holds true for the separate anal-
ysis oneach ofthe critical activity Table9).

Figurel4: Boxplots of raw datacomparingthe group ofconventional funds and thegroup of conventional
benchmarksused by thesustainability funds

a) ESG Impact score b) Carbon intensity [t CO,eq / Mio. USD]
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c¢) Critical activities [% revenue] d) Major environmental controversies [% involvement]
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0% — 0%
conventional funds benchmarks conventional funds benchmarks

Distribution of the raw data of the conventional funds and the conventional benchmarks of the sustainability funds for a)
the weightedaverageESG Impactcore, b) the WACI, c) the weighted percentage of revenue derived from critical activities
and d) theweighted involvement in major environmental controversies.

For a description of how to read boxplots, deigurel2.

Sourceinrate ESG Impact data as of October 2020 and Climate Impact data as of October 2020
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Table8: Results of #tests comparing conventional funds and the convigonal benchmarks of the sustaina-
bility funds

p-value 0.459, not sig. 0.871, not. sig. 0.370, not. sig. 0.358, not sig.
@ conventional funds 0.48 1061 14% 1.2%
@ benchmarks 0.46 1090 16% 1.8%

* significant at 0.08evel, ** significant at 0.0devel, *** significant at 0.00devel

Sourcelnrate ESG Impact data as of October 2020 @limhate Impact data as of October 2020

Table9: Results of {tests comparing the percentage of critical activities in conventional funds and the con-
ventional benchmarks of the sustainability funds

Agricul-  Mining & Fossil Cement Transpor- Defence Nuclear Genetic en

ture & metal fuels produc- tation energy  gineering

fishing produc- tion

tion

p-value 0.213 0.936 0.652 0.581, 0.209 0.192 0.245 0.906

not sign. notsign. notsign. notsign. notsign. notsign. notsign. not sign.
@ conven- 1.5% 1.5% 6.4% 0.3% 3.2% 0.7% 0.4% 1.8%
tional funds
@ conven- 1.0% 1.5% 7.1% 0.3% 4.8% 1.0% 0.6% 1.9%
tional bench-
marks

* significant at 0.08evel, ** significant at 0.0devel, *** significant at 0.004evel

Sourcelnrate ESG Impact data as@€tober 2020

4.3. Regressioreffects of sustainability approaeison thefdzy R & Q
portfolio impact

We investigated the effects aevensustainability approachepestin-classengagement, ESG
integration,exclusionimpact investmentpositive selectionfhematicsustainalility approach
on the portfolio impact of sustainabilit funds,compared to theportfolio impact of conven-
tional funds. Thémpact wasmeasured with thefour dependentimpactvariables(see chapter
3.2.2. This way we could examine if the application sliatainability approach edttively en-
hancel the sustainability impact of a portfolid\s a control, we includethe regionalinvest-
ment focus the benchmark typgportfolio concentration and tracking errdm the regression
models

Amongst the sustainability approachgmsitive séection andthematic sustainaliity ap-
proacheseachsignificantly improvedne of the dependenimpactvariables(Tablel10):
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Thematicsustainalility approaches significantipcreasedhe ESG Impact score by 0.@%si-

tive selection approaches significantly reduced the involvement in major environmental activi-
ties by 0.9 percentage pointblone of the other sustainability approaches had a significant ef-
fect on any of the dependent imgavariables.

The regionalinvestment focus had aignificanteffect on the on ES@mpact scorefunds
with a global focus or a focus on US8lsfth America had a significantlyorse ESGmpact
score than funds with a focus on EU/EMU/Eurdgebal:-0.02; USA/North America:0.06)

With regards to major environmental controversies, funds with a focus on USA/North America
had a significantly higher involvement than funds with a focus on EU/EMU/Europe by 1.1 per-
centage points.

Three dependent impact variableEESA@mpact scorecarbon intensity andshare ofcriti-
caleconomicactivities¢ were significantly influenced by the concentration. The higher the
concentration, thehigher the ES@npact score, thdower the carbon intensity and the lower
the share ofcritical activities.

Last but no least, the ESG Impact score was significantly affected by the coverage. With
increasing coverage, the score also increasémlvever, rither benchmark type nor trackin
error had a significant influence on any of the dependent impact variables.
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Tablel10: Bfects of sustainability approaches and control variables

Bestin-class no sig. influence no sig. influence no sig. influence no sig. influence
(n=16)

Engagement no sig. influence no sig. influence no sig.influence no sig. influence
(n=23)

ESdntegration . no sig. influence no sig influence no sig. influence
(n=19) no sig. influence

Exclusion (n=42)

no sig. influence

no sig. influence

no sig. influence

no sig. influence

Impact investment no sig.influence

(n=5)

no sig. influence

no sig. influence

no sig. influence

Positive selection no sig. inflence

(n=27)

no sig. influence

no sig. influence

-0.9%
p-value=0.020 *

Thematic products +0.04

(n=11)

p-value=0.002 **

no sig. influence

no sig.influence

no sig. influence

Regional mvest-

Global:-0.02
p-value<0.001 ***

no sig. influence

no sig. influence

USA/NAmerica:
+1.1%

ment focus USA/NAmerica: -0.06 p-value=0.017 *
p-value<0001 ***
Benchmark type no sig. influence no sig.influence no sig. influence no sig. influence

Concentration

conc. +0.0Ib+0.005 conc. +0.0TH-58

p-value=0.025 *

p-value=0.027 *

conc. +0.0ITb-1%
p-value=0.003 **

no sig. influence

Tracking error

no sig. influence

no sig. influence

no sig.influence

no sig. influence

Coverage

cov. +0.01'H+0.001

p-value=0.026 *

no sig. ifluence

no sig. influence

no sig. influence

This tablesummariseghe results fromthe four regression models. We report estimates andgbues of significantaria-

bles.

* significant at 0.08evel, ** significant at 0.0devel, *** significant at 0.004evel

Sourcelnrate ESG Impact data and Climate Impact data &ctfber 2020

4.4. Case studies

4.4.1. Case study 1: ESG fund
The fund weexaminein this case study is an exammia fund that includd& 9 { D¢ Ay Al a

but failed quite clearly to deliver on thisremise. The fundvaspassively managed, i.e. aéu

Y'Y

to replicate the performance of itsustainabilitypenchmarkwhich hadaregionalfocus on the
USA.

The sustainability approaches used in the compselgction for the benchmarnkere ex-
clusioncriteriaand kestin-class In this case, we law that the exclusionwasfocused on
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controversial weapons, controversiésot further specifiedand compliancgincluding ethical
standards)

Quite strikindy, 12% of this fun@ volumewasinvested in companiethat hadan ESG Im-
pactin the Drange(D+, D or B Figurel5). In total, over 60%adan ESGmpactinthe C or D
rangesresulting in an overall ES@pactscore of 0.390ver a third of the fun@ capital (35%)
wasinvested in critial activities Figurel5), whichwasmore than double theaverageshare
amongst the conventional fundMost ofthe critical activities that the sustainability furveas
invested inwere fossil fuels (16%half of whichwere derivedfrom coal and o}l climate-inten-
sivetransportation(6%)as well asnining and production of metal (5%).

It turns out that the mere aplication ofexclusion and besih-class approachesgoesnot
necessarily lead to a positiymrtfolio impact. This doeaot mean that theseapproaches
should not be usedThe missingortfolio impact could be due to missing strictness of the ap-
proaches othe lack ofconsistencyn their application

Figurel5: Categorisation of the fund holding

m A B Fossil fuels
B ®  Transportation industry
c & 46% B Mining and production of metal
m D w B Nuclear energy
Agricultural industry & fishing

Production of cement

B Defence industry

Left: This pie chart shows ttehares ofwveighted ES@npact scors of investedcompanies irthe rangesA (A+, A, A, B(B+,

B, B), C(C+, C,¢and D(D+, D, B).

Right: The fund hdha weighted percentage revenue derived from critical activitie8%6. This pie chart displays how these
35%were split into the seven categoriesf critical activities

Source Inrate ES@mpact data as of October 2020, Bloomberg data as of 31.12.2019

4.4.2. Case study:Zlhematic fund

In the second case studye take a lmk atathematicsustainalility fund. The fundvasac-
tively managedand hal a global investment focu&€SGntegration, positive selection, engage-
ment as well as impact investmewtere the sustainability approaches appliéitherewasa
clearand explicitintent stated that investing into this fund should hefpprove the climatém-
pact of the portfolio However,according to the fund factshegthese sustainability ap-
proacheswere not applied to theentire fund.
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Only 2% of the fundhad an ESG Impadh the Drange (D+, D, {and over 60% ar@ the A
or Branges(Figurel6). The T dzy fRcQsispecificallfied on reducing carbon emissienThecli-
mate impactportfolio assessment shogd, however,that this claimwasclearly not met: fie
F dzy daan intensitywasm Q H 1 yymUBDimrevenue whichwasabout 150 tC@mUSD
higher than the average conventional fund or conventional benchrirerstigated and about
400 tCQ/mUSD higher than the average sustainability fumdhis study Futhermore, 27%of
the fundassetswere invested in critical activities, about half which(14%)in fossil fue$ (Fig-
ure 16), although most of thizomprisel natural gas (10%0.he find had a share of 8% of its
assetsnveskd in the transportationsector, specificallyroad transportation whichwasabout
2.5timeshigherthan the averageshareof the conventional funds.

Figurel6: Categorisation of the fund holdings

m A B Fossil fuels
B A\ B Transportation industry
C B Nuclear energy

m D B Defence industry

Mining and production of metal

Agricultural industry & fishing

B Production of cement

Left: This pie chart shows the wghted percentagef companies in the fund with an E®8pactscore relating tadhe ranges
A (A+, A, A, B (B+, B,-R C (C+, C;)and D (D+, D,-p

Right:The fund ha aweighted percentage revenue derived from critical activit®<27% This pie cért displays how these
27%were split into the seven categories critical activities

Sourcelnrate ESG Impact data as of October 2020, Bloomberg data as of 31.12.2019

5.  Framework Conditions for Effective Capitallocation

At first, the following chpter provides an overview of necessamerequisies for effective
capital allocation. In the second sehapter, current regulatory processes and changes rele-
vant to the EW; and therefore also for Luxembouss a member of the EtJand Switzerland
are described and discussed as to whether they might serve to establish tiresequisies.
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5.1. Generalprerequisies for effective capital allocation

The followingprerequisies foreffective capital allocation focus on enabling investors and
other financial markt participants to effectively allocate capital toward sustainable economic
activities. Thesgrerequisies are secondbest options that primarily focusn the financial sys-
tem. They assume that fidtest solutions; eliminating market failures in the ecomy¢ are

still not (fully) realizable.

5.1.1. Impact: Measuring the right thinig the right way
For effective capital allocation, investors need to know the impact of their portfoliah@en-
vironment and society. Relevant, reliable and, thus, comparabjsact assessments need to
fulfil the following requirements:
A Assessing external effec8omepositive or negative impacts are fully or largely internalised
into market prices, such as remuneration of labour in a functioning labour market. Due to
market falures, however, other impacts are not sufficiently internalised, such as the global
warming dfect of GHG emissions. As a consequence, market participants such as compa-
nies, consumers or financial actors do not adequately take them into account. Reigvant
LI OG FaaSaayvySyidas GKSNBT2NBZ y SFIR/ FHiy2OAYS ¢4 d3NEST SiCK
that occur due to market failures.
A Encompassing entire value chai@@mplete impact assessments require the consideration
of entire value chains. This is becauskvant impacts often arise along the value chain out-
side a company. For example, main imisaa the food sector usually arise in the supply
chain, or in the transport and housing sector during product use.
A Benefits as reference valugsssessing company impact is more than just assessing physi-
cal carbon or water footprintdyazardous wasteatios, gender pay gaps or number of acci-
RSyda G 2Nyl ! O2YLIl yeQa AYLI OG Aa LRAAGADS A
negative if it contributeso maintaining or even increasing market failures in an overall sys-
temic perspective. This8 @ t dzZr 1 SR o6& dzaAy3d GKS a20ASGlf o6SyS
and services as reference values for evaluating physical environmental or social footprints.
Themain question to be asked is: Can a certain societal need, e.g. for housing, nutrition,
transportation, energy, etc. be fulfilled with better physical footprints? Renewable energy,
for instance,uses scarce resources and causes emissions. However, las/g fubstituting
fossil or nuclear energy, the overall systemic impact is positive. Exaffigient machines
and devices contribute to saving energy and, thus, have an even more positive impact in
terms of climate change or resource usage. This kinthphtt assessmerg with benefits

provided as reference valuesh & ySOSaal NB (G2 S@Ffda G6S O2YLI yASa
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mitigatingclimate change, conserving biodiversity, sustainable resource usage (water, for-
ests, ecosystems, etc.), ensuring equalityd ao forth.

A Aggreating impacts:For effective capital allocation, it is finally necessary to normalize and
aggregate the various impacts, e.g. on climate, biodiversity, water, equality, etc. Without
such an aggregation, investors are left alone with tradis for instancebetween saving
GHG emissions at the expense of greater land usagéh&portfolio level, these tradeoffs
can be revealed through smalled SDG mappings, displaying contributions to individual
SDG¢8 Viable ways for normalizing and aggating impacts&n be semiguantitative rat-
ings such as the Inrate ESG Impact rating presented on a scale from A(sée Dhapter
3.2.2), or the monetization of external effects.

Most impact or ESG data resp. assessmes&giun investment decisions do not meet these re-
quirements yet. Currently, there is a multitude of ESG data and ratings from various providers,
with considerable divergence in ESG ratiffjBhis can lead to somsompaniesor countries

rated positive by onelata supplier and negative by another. Interestingly, the disagreement in
ESG ratings tend to be higher for companies with greater disclosure, as a recent study
showed® This undermines that ESG rating methampésused in ESG assessmewasy con-
siderally. Another challenge for investors is that many providers do not sufficiently disclose

the assessment methodologies being used. Therefore, transparency on assessment methodolo-
gies for ESG ratings and impactal#at necessary.

The main causes for the higlivergence between ESG ratings are that (a) most assessment
methods are not scientifically founded, but, for instance, merely weigh a set of ESG indicators
equally; (b) ESG ratings are mostly based on comp@nie® 2 N1LJ2 N>} 6§ S &2 O0AFf NBaLRy
managment systems and practices. Such CSR ratings show the readiness and capabilities of
companies to improve their sustainability impacts over time. However, companies operating in
sectors with high negative impacsuch as coal or oil are more likely to hanghly profes-
sional CSR management systéth€onsequently, they might get a good ESG grade despite sig-
nificant negative impacts othe environment and society. The followifggurel7 shows how
ESG ratings based on CSR managemssdssments significantly differ from those based on
encompassing impact assessments. It reveals that assessing CSR is not enough to direct capital
into sustainable economic activities.

78 See for exampl Inrate 2019.

7 See for example Dimson et al. 2020.
80 Christensen et al. 2019.

81E.g. Crane et al. 2017.
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Figurel7ZY /[ 2 YL} yASaQ %ifCSRIgualitt OG | yR G K

= ESG-Impact-Grade CSR-Grade

On the xaxis, companies are sed from left to right according to their Inrate ESG Impact grades from A+ (ol line).

Ly O2YLI NR&2ys G(KS 3INBe 02t dz¢ysubratingdilibie infate EIGSmpaceragiptisg anS a4 Q / { w  |j dz f
a scale from A+ tofsee Annex A.1Grades from A+ to-Btand for an overall positive net impacfradesfrom C+ to Dfor

an overall negative net impact. The graph shows that many companies with a positive impact have negative CSRdatings

many companies with a negative impact have [iweiCSR ratings.

Source: Inrate 2020b.

5.1.2. Investee company data availability

Impact assessments, as described above, require both relevant and reliable company data.

The following data is needed for impaadsessments and therefore relevant:

A/ 2YLI yASaQ LINRRAzOGA | YR &S NYnkénGranmenydd sbdi- S A NJ LIK & 3
ety along entire value chains. Here, for example, it is not only necessary to knowdbat-a
pany produces cement, but also tlaenount of GHG emissions per tonne of cement pro-
duced.

A/{w YIylFI3aSySyid aeaidsSvaszs (2 FaaSaa O02YLI yASaQ NEF
their impact over time.

I 2YLI yAS&aQ RIFEGF RAA&Of 23 asNBeEds to bé rélifible fkeBn¥ado SA Yy 3 NE
hering to the same standards, using comparable balance sheet boundaries and units of meas-
ure.
To ensure the availability of both relevant and reliable data, disclosure requirements are
needed. These should (a) bensistent across the entire investmectiain® from private or
institutional investors to fund managers, financial product providers, and invested companies;

82 Maijoor, Steven 2020.
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and (b) addresmvestee companiedirectly ¢ instead of indirectly via the financial industty
andat best annual reports.

Currently,data gaps and inconsistencies in reporting the relevant data make it difficult for
investors, customers, policy makers and other stakeholders to assess the ESG impact of compa-
nies. For example, a recent paper showadttfrom a randomly selected sample %0 large
publicly listed companies across a variety of sectors, there were 20 different ways that these
companies reported their employee health and safety d&ta.

The main cause for the lack of relevant and relialdéa is that the major reporting stand-
ards applied today do not cover all relevant data and/or do ne¢uniform standards. Wide-
spread reporting guidelines for nefinancial information are the GRI Standard, the UN Global
Compact, the OECD guidelines fimultinational enterprises, 1SO 26000, the EU guidelines on
non-financial reporting or reporting climateelated information8 Most of these guidelines
and standards, however, focus on CSR management systems and do not sufficiently require
data that coutl be used to evaluate the impact of emmmic activities or products along entire
value chains. Furthermore, the standards and guidelines often use different terminologies and
units of measure, or they leave considerable leeway to companie=rms of thef reporting,
at the expense of data caparability® Last, but not least, using neimancial reporting guide-
lines and standards is not mandatory for all companies, so that some company reporting does
not adhere to any standards at all.

5.1.3. Transparency of fancial products

For effective capitallbocation, the following informations neededon financial product level in

a clear, easy to understand and standardised way for investors to take informed decisions:

A Impactrelated investment strategy: impacelated goals set, investment rules applied t
assure goal achievement, how goal achievement is being measured, data providers used;

A ESG impact of financial products;

A Effects of impactelated investment strategies on financial rigkurn.

Currently, transparecy onafinancial product level is stinsufficient. Diverging disclosure
standards and market practices make it very difficult to understand the sustainability goals to
be reached, the approaches chosen and, thus, to compare financial prducts.
Oftenno information on sustainability impé&gis provided, or misleading information lim-
ited to CSR management systems or impact data not covering entire value chains. Impact goals

83 Kotsantonisand Serafeim 2019.
8 European Commission 2021.
85 Taktkomm 2020.

86 European Union 2019.
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are often not clearly stated. Investment approaches are not sufficiently destrie.g. what
criteria are being usedhe strictness of their application (e.g. exclusion thresholds), and the
consistencyof their application (to all assets or just a share of assets within a portfolio). In ad-
dition, data sources for measuring the attanent of goals are often not provided.

Information on effects of impaetelated targets or approaches on riséturn is usually
provided only in a very general, qualitative way. The quantification of impaated financial
risks is usually missing. Thein reason for this might be the fatitat most risk assessment
methods are currently incomplete and hardly comparable.

Indices are special financial products that are highly relevant for investments and can be used
in a variety of ways. Actively maged funds use established indices astlemarks to measure
the performance of the funds. Passively managed Exchémaged funds (ETFs) seek to repli-
cate and track a benchmark index. Since conventional benchmarks aigeabto measure the
performance ofsustainable investment strategies, EB&hchmarks have been designed over
the last decade to measure the performance of sustainable investni@htewever, the lack of
productrelated transparency described above also applies to both conventional anch&SG i
ces. Thus, increasing transpareneyaninimum standards are also needed for indié€shey

are prerequisies so that actively managed portfolios can be effectively and reliably compared
with their benchmarks, and that passively managedtainability portfolios have a reliable,

high standad.

5.1.4. Standards and labels
Credible standards and labels can increase transparency and make it easier for investors, par-
ticularly retail investors, to compare products. They serve to understand at agylfan in-
vestment or financial product has a positisestainability impact or meets specific environ-
mental, social or governance characteristics. Standards and labels should transparently provide
a definition and set minimum standards of sustainabilibpacts and have processes in place
for inspection andapproval. As a research paper in 2020 showed, mutual funds with a newly
introduced climatefocused label significantly increased attraction of investors and provided
incentives for other funds to allate their holdings towards more climafeiendly firms°

A comparison of European sustainable finance labels by novethic (2020) provides an over-
view of nine labels witlan ESG and/or environmental focus, of which three aneardedby

87 For an overview of cthate-related risk assessments, see Zimmermann et al. 2019.
88 EU Technical Expert Group on Sustainable Finance 2019.

8 European Commission 2018.

% Ceccarelli et aR020.
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LuxFLAG. It shows than ESG analysis of portfolio assets is mandatorglfdabels® How-

ever, as outlined above (see sectibri.l), available ESG data often focuses on CSR manage-
ment systems and not necessarily on impactstioa environment and society. Many labels ex-
clude fossil fuels and particadly coal, but differ in terms of strictness. While most prescribe
thresholds of 5%, some still allow for 10% or 30% of coal. Interestipgiye ecolabels actually
apply their own taxonomies of eeactivities and define a minimum share of green activities
that a labelled portfolio should includ®.

Overall, the comparison shows that existing labels differed considerably in their interpreta-
tion of sustainable investments and apply different methodologies and approaches. Therefore,
esp. for retail clients itan be challenging to understand the different standards offered by ex-
isting labels and to judge which of these are reliable aligh with their own ESG preferences.

5.1.5. ESG education and awareness
Financial service providers need the necessary awarepapsgcities and competencies for
providing sustainable financial products and services that allow for effective capdea-
tion.%3 It is thus necessary that asset managers, institutional investors and client advisors re-
ceive relevant training. For examplae lack of conviction on the part of client advisors is still
seen as an important barrier to the further increasesustainable investments according to
the Swiss Sustainable Investment Market Study 2820aining could be provided-mouse or
through external academic and professional education programs by public or private actors.
Beside training for financial pfessionals, it is necessary that clieatsohavethe neces-
sarycompetencies and awareness to formulate their E8lated preferences awell as ask for
and understand the corresponding financial products and servicekis could be achieved
throughawarenessraising programs and initiatives by public actors, e.g. states, schools, uni-
versities, and private actors, e.g. NGOs, media onfiie institutions with client advisors sys-
tematically informing and sensitizing clients on how to develop and mest Hustainability
related portfolio preferences.

91 novethic 2020.

92 novethic 2020.

%S FOEN 2016.

94 Swiss Sustainable Finance and CefeBustainable Finance & Private Wealth of the University of Zurich 2020.
9% FOEN 2016.
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5.2. Current regulatory changes supporting effective capital alloca-
tion

Particularly in theEU, regulatory changes in the financial sector are currently being imple-

mented or planned that support effective cagitallocation. The first subhapter will provide

an overview of these changed3espite the fact thathe regulatory pace in Switzerlansl

slower, there arestill discussions related to regulations on sustainable finance, which will be

introduced in the scond subchapter® A critical discussion of these regulatory activities in the

EU and Switzerland follows in chapieg.

5.2.1. EU regulations

In March 2018, the EuropeaCommission published an Action Pfaon financing sustainable
growth. The three aims of the Action Plan are to (a) reorient capital flows towards sustainable
investment, (b) manage financial risk'emming from environmental and social issues and (c)
foster transparency and lortermism in financial and economic activ§The Action Plan con-
tains ten actions addressing most of theerequisies as discussed above. Based on this Action
Plan, severdiar-reaching regulatory changes have been developed tizat the potential to
strengthen capital allocation considerably. They are directly relevant for EU members such as
Luxembourg but are likely to have effects beyond the EU market.

EUTaxonomy andelated regulations
Central to the Action Plan is thEU Taxonomy, a classification system that intends to help in-
vestors make informed investment decisions. It lists environmentally friendly economic activi-
ties and respective technical minimum requiremsnProviders of financial products are re-
quired to dilose information on the degree of alignment with the Taxonomy by the end of
2021%°

The focus of the EU Taxonomy is on environmental aspects. Actually, the EU Taxonomy
currently focuses on climate chge mitigation and adaptation, but an extension is fegen to
includefour other environmental topics: water and marine resources, circular economy,

% The following description focuses on political action, mainly addreskagrerequisite as described in chaptérl. In addi-

tion to these,regulators could also promote capital allocation by applying prohibitions of certain unsustfirabicial prac-

tices or providing support for sustainable ones, e.g. through tax reliefs for sustainable financial products.

97 European Commission 2018

9% European Commission 2018.

%9 By 31 December 2021, the application of the Taxonomy with regard to climate mitigation and adaptation is required. By 31
December 2022, the application of the Taxonomy with regard to the other four environmental objectivesnahkt use and
protectionof water and marine resources, transition to a circular economy, pollution prevention and control, protection and
restoration of biodiversity and ecosystems) is required.
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pollution prevention and control, biodiversity and ecosysteff?¥inimum safeguards related
to social and geernance aspects have to be fulfilled. The EU Taxordoeg, however, not
classify economic activities based on their social impact.

The EU Taxonomy will need to be taken into account when developing standards and la-
bels for sustainable finance produci&hisalsoconcerns the development of an EU Green Bond
Standard whichwasthe subject of gublic consultation in 202@nd the development of EU
Ecolabetriteria for green financial products. Both aim at allocating capital effectively towards
investmens with positive environmental impacts.

Sustainabilityrelated Disclosure in the Financial Services Sector Regulation

The EU Regulation on Sustainabifityated Disclosure in the Financial Services Sector (SFDR)
has extensive implications for sustainafileancial products. For all financial products, finhc
market participants are required to provide information on sustainability risks and impacts:
They need to show how sustainability risks affect financial returns of investments and what the
principaladverse impacts of investments are on people émelplanet.

C2NJ FAYIFYOALf LINRPRdzOGA YIFINJSGSR & dadzaidlAylof
sure requiremensi 2 | RKSNB (2d a{dzadlAylIotS Ay@SaldySyidas¢
ties that conribute to environmental or social objectives, provitléhat such investments do
no significant harm to any of those objectives and that investee companies follow good gov-
ernance practices. There are also minimum standards and disclosure requirementsder p
dzOGa GKFdG R2 y2G | dz brofing ceftain edvidaaniental of kogidl &har- 6 dzi | &
I OGSNRAGAOaE @

tKSaS yS¢ RSTAYAGAR2YyA gAftx G tSrad Ay GKS 9!
Ay@SaiGyYSyiGaé d hdzN SHBudgksOthat modt bfyhR dusfedtBustaitakil LIG S NJ
AGe FdzyRA R2 y20 ljdafAFe & dGadadlAylotS Ay@gSady
prove to be gamechangers. The indicators relevant for assessing the principal aidveasts
on people andhe planet could become a standard for disclosure by listed companies in order
to become more attractive to capital providers and to be included in financial products.

Some of the requirements of the BRcameinto effect in March 2@1. Thepre-contractual
disclosure on principal adverse impacts of financial prodisysquired by the end of 2022.

Benchmark Regulation
The amendments to the Benchmark Regulation entered into force in December 2019. They cre-
ated two new categories dienchmaks, the Climate Transition Benchmarks (CTBs) and the

100The other four environmental topics have to be considkas of now, but in less thl: Currently, an economic activity only
qualifies as environmentally sustainable if it contributes substantially to climate change mitigation and/or adaptataweand
not significantly harnfDNSHany of theother environmenial objectives
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Parisaligned Benchmarks (PABSs). In addition, the regulation requires all benchmark adminis-
trators to disclose whether ESG factors have been taken into account. If this is the case, further
details on mandatory and voluntary ESG indicators need to resp. might be provided.

Non-Financial Reporting Directive (NFRD)

In order to improve the data basis for the increasing transparency requirements related to fi-
nancial products, disclosure requiremerfits companies are also expanded. According to the
Nonfinancial Reporting Directive (NFRD), large pdhblierest companies are required furo-

vide information about their policies in relation to environmental protection, social responsibil-
ity and other EG themes New guidelines specifying the requirements recommend companies
to disclose the proportion of their turnover from Taxonorogmpliant products and services as
well as the proportion of Taxonorgompliant capital expenditures (OpEx and CapEXx). While
not mardatory, there might be a certain market pressure on listed companies to disclose such
information in order to become more attractive to capital providers and to be included in fi-
nancial products showing Taxonomy alignmeéntApril 2021, the Euro@s Comnssion pub-
lished a proposal for a Sustainability Reporting Directive to revise the NFRids proposal
suggests t@xpandthe general sustainabilityelated publication requirements to all large com-
panies and all listed companies (exceptlfsted micreenterprises). In addition, mandatory EU
sustainability reporting standards are suggested that do not only cover relevant information
required for the EU Taxonomy but also for the SFDR. Finally, the proposal requires the audit of
reported information.

Markets in Financial Instruments Directive (MiFID 1)

In addition to precontractual information requirements for financial products generally and
sustainable products in particular, the revised Markets in Financial Instruments Directive (Mi-
FID 1) requires thahe sustainability preferences of private intess must be inquired about

and taken into account during investment advice.

5.2.2. Regulation in Switzerland

Differently from the EU, Swiss policy on sustainable finance has been based on the primacy of
market-based solutions, the subsidiarity of governmentiactand the role of transparency

and longterm orientation1%2Thus the Swiss Federal Council (national government of Switzer-

flyYyRO OdzZNNByiGfe NBf ASgoveryanceardSoluhtary hegutes®® t A y Rdza i NB

101 HjropeanCommission 2021.
102 Swiss Federal Council 2020b.
103 Swiss Federal Council 2021.
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Nevertheless, since many Swiss finangiatket playerslo business in the EU and offer fi-
nancial products, the EU rules discussed in the previous section are also relevant for Switzer-
land. It is remarkable that even some market players doingnassi only within Switzerlangl
especially but nobnly sustainability pioneers are prepalingto adhere to EU regulations. The
motives may be reputational resp. credibility reasons and/or anticipation of Swiss regulations
following EU regulations.
Meanwhie, in December 2020, the Swiss Federal Couecidegd to work on a proposal
F2N) aySOSaal NBE FFYSYRYSydGa (2 7T-galfed gf€@inladh- Y I NJ S f S
Ay B4dnternational developments, especially in the EU, are to be taken into accoumt-to e
sure that Swiss financial products remain expbie. Besides making an effective contribution
to sustainability, an important goal of the government is to maintain the competitiveness of
the Swiss financial centre. In addition, the completely reviseg A which is still to be sub-
mitted to a vote ofthe people due to a referendum, stipulates that financial flows are to be
aligned in a climateompatible mannet®®9 y R 2 F WI ydzt NB W aFemXli-{ 6 A 01 SNI |
mate Strategy was published. It containgtfollowing 2050 target for the financial market:
G{6AGT SNI I yRUE FAYFIYyOAlIft Fft26a INB (G2 -06S YIRS 02
house gas emissions and climatssilient development by 2050 in accordance with the target
2T (KS t I NRZConsehheB$, ve§uaiorp dctivities are alsorgasing in Switzer-
land, albeit at a somewhat slower pace.

6. Discussiorof Results

In this chapter, we discuss the results of the empirteakearch(chapter4) in greater depth

The more detailed empirical results (data and figures) are to be found in chépied Annex

B. With the discussion of resultse provide inside into research questiooge and two és de-

scribed in chaptet) as follows

A In chapter6.1we set outthe results for the investigatedapital allocation effectThis sheds
light into whether sustainabity retail funds in Switzerland and Luxembourg effectivalgn-
nelled capitalinto sustainable economic activitiegespectively ¢ what extentthey were still
invested inproblematicactivities(first research question).

A In chapter6.2we describe the findings concerning thsset management effecin contrast
to the capital allocation effect, which determines the actual capital flows, the asset

104 Swiss Federal Council 2020a.
105BB| 2020CQ-Gesetz
106 Swisg-ederal Council 2021
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managementeffect is a purely arithmetical effeclt providesinsight into important factors
influencingasset management decisions, as the aims and the saafessset manageent
decisions are definedndassessed in relation to the benchmark used. As such, thet as
management effectontributesto the first research question.

A In chapter6.3we show whethethe application of diférent sustainability approacheest
in-class, exclusions, ESGintegration, engagement, etchiad an effect orachieving a posi-
tive capital allocatior{second research question).

A In chapter6.4we then discuspossible cause®r the different findings concerning research
questions one and two.

The third research question posed in chapier what framework conditiongre needed for an
effective capital allocationandwhat the current EU framewor&ould contribute in this regard
¢ is answered in chaptesand7.2.

6.1. Capital allocation effect hardly existent

The results of our statistical analysis indicate that, so far, sustainability furgisiinerland

and Luxembourg havieardly been able to steer capital towargsrtfolios containingsustaina-

ble economic activities. The capital allocation effeginparing sustainability funds with con-
ventional fundswvas only partially significant and thusrdenstrable:The involvementn major
environmental controversies was quite effectively reduced by 0.8 percentage points on aver-
age, i.e. by more than two thirds (or 69%). Theimprovement of theoverall ESG Impact on

the environment and society was alsasificant, but, in contrast, haly relevant It improved

only slightly by 998°resp. 0.04 and thus by halfretch, i.e. half the difference between the
ESG Impact grades &d C.

Our study did not reveal any significacdpital allocation effecin terms of climate impact
(encompassing scoped). To see i cause for thisvas that asset managerserelyfocused on
scope 1 & 2 antkft out all or most of scope 3, we also assesk®dcope 1& 2 climate im-
pact, which comprises roughly a quartertbie ertire climate impact!®However, we found no
significant improvement fothe partial climate impacscope 1 & Zither. This could mean that
asset managers did not optimize their scope 1 & 2 climate impact, or that our model data did

107 e S@ stands br environmental, social and governance factors.

108 This percentage was calculated as follows: 100*(average for conventional-fanelsage for sustainability fundsj@verage
for conventional funds); in this case, the average concerns the % involvement in major environmental controver3igslésee
4).

109This percentage was calculated from the average ESG Impact scofaldes).

1lnrate Climate Impact data as of 2QZ&e chapteB.2.2for further details.
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not reveal portfdio impact improvements made by selectiegmpanies witHower climate in-
tensities ofin-house processeproducttechnologies or purchased electricity mis!!

Furthermore, we discovered rgignificantcapital allocation effector the overallinvolve-
ment in prdlematic economic activities. For most of #eeactivities; fossil fuels, nuclear en-
ergy, agribusiness & fisheries, transport, mining & metals production, and genetic engineering
¢ no significant allocation effect was shown. However,faend a significahand quite rele-
vant capital allocation with respect to cemegntoduction(minus 0.2 percentage points resp.
69961 and defere (minus 0.3 percentage points resp. 56%

Therefore, it appears that significant amédlevant portfolioimpactimprovements of gs-
tainable funds compared to conventional fundgere revealedonly for a few individual issues:
for major environmental controversies, cememtoductionand deferte. This suggests thahe
sustainability funds did not effectively shiftmgal towards a ¢imate-neutral and overall
(more) sustainable economy. A small ESG Impact improvement of hai€kis certainlynot
enoughto bring about effective structural change through capital allocation.

6.2. Asset management effect present, but whited relevance

In contrast to the capital allocation effect, whighashardly visible and only relevant to a very
limited extent, we were able to find a highly significant asset management elféeiconsider
the effect to be partly relevant.

The asset mnagement effect \as examined by comparirgi actively managed funds with
their respective conventional benchmarkd Fund managers usually base their investment de-
cisions on indicesGenerallyall ora large proportion of fund assets are takienmap im-
portant factorsfrom these indicesuch as distributions by sectors, regions, countries, eg.
the indices serve as benchmarks for measuring the fund managers' investment performance.
Thus, the asset management effect reflects how asset managers applied ESG factors in thei
capital selection decisions, as compared to the conventional index usadtaging and refer-
ence point

11 Also for scopel & 2, weusedmod@ F & SR ASYSNAO RIGE YR GKS NBE@GSydzsS aKIFINBE 2F AyQ

(see chapteB.2.2). By doing so, we revealéasset managers improvete portfolio climate impact by selecting climate

friendly sectors or companies with climafiéendly products and services within a sector (e.g. dairy products vs. vegetable and
fruit farming, or automobiles vs. light truck&)or companies with the same products and &8, we could not distinguish be-
tween different climate intensities of produtéchnologieqe.g. different car propulsion technologies for automobiles) and of
in-house processes, or for differences in the guased electricity mix.

12 This percentage waslculated from the average % involvement in cement production Tséxe5).

113 This percentage was calculated from the average % involvement in defencEafsles).

11431 out of the 38 actively managedstainability funds in our sample were basen conventional benchmarks, 3 used sus-
tainability indices and 4 applied no (known) benchnsailthe 13 passively managed sustainability funds replicated sustainability
indices.
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Ourresearchresultsshowthat the asset managers of th&l investigated sustainability
funds significantly and partially relevantly improved thertfolio impact as compared to their
conventional benchmarks. The ESG impact was improved at least slightly: on average by 0.06
or +13%?%, i.e. by three quarters ot distancee.g.from G to C. The carbon impact was im-
proved by 313 tC@million USD resp30%¢and the involvemergin critical activities by 8.1
percentage points resp. 49%and in major environmental controversies by 2.3 percentage
points, i.e. almosentirely (by 92%39).

A closellook at the specific problematic economic activities shovwat ithvolvements in
cement production (minus 0.2 percentage points re3§%'19), defence(minus 0.6 percentage
points resp. 8%%9), fossilfuels (minus 5 percentage pasmresp.66%+2Y) and transportation
(minus 24 percentage points resfp2%'??) were reducedjuite effectively. In contrast, involve-
ments in nuclear energy, genetic engineering, agribusiness & fisheries, and mining & metal pro-
duction were not significantly redwed.

To better understand the reduction of involvements in critical transportation d@siwe
checked whether companiésvolved in critical transportation werexcluded in the sustaina-
bility fundsdue to involvements$n major environmental controveiss such as the emissions
scandalHowever, thisloesnot seem tobe the caseThe overwhéming majority?3 of compa-
nies generating more than half of their turnover withitical transport activities were not in-
volved in a major environmentabntroversy.

The resultoncerning the asset management effetiggest that asset manages®re in-
deed roticeably selecting assets in the sustainability funds studied according to sustainability
considerations, thus improving the portfolio impact compatedheir own conventional
benchmarks. However, this improvement was still hardly relewamerms ofoverall impacs
on the environment and societgnd, thus effective contributions to the SDGs. Relevaott-
folio impact improvements compared to the belnmarks wereneverthelessvisible for more
specific impact indicatorsclimate impact anagtven more sodr involvemensin problematic
economic activities and major environmental controversies.

15 This percentage was calculatedritdhe average ESG Impact score (Bable6).

16 This percentage was calculated from the average carbon intensityl Glge6).

17 This percentage was calculated from the average % involvement in critiiséties (seeTable6).

18 This percentage was calculated from the average % inva@aem major environmental controversies (s€able6).
19 This percentage was calculated from the average % involvemestnent production (se&able7).

120This percentage was calculated from the average % involvement in defenceafsleg).

121 This percentage was calculated from the average % involvement in fossil aelatde?).

122This rcentage was calculated from the average % involvement in transportatiorT éd#e7Table6).

123180 out of 183 companies tdfe MSCI World Index.
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6.3. Sustainability approacheasostlywithout steering effect
Suprisingly, the regression analysis showed that épplication of thestudiedsustainability
approacheg; bestin-class, engagement, ESG integration, exclusion, irvipaestment, posi-
tive selection, sustainable thematic approagdid notsignificantly mfluencethe portfolio im-
pact. We only foundwo very specificexemptiors: Thematic approaches improvetld ESG Im-
pact on average by 0.04 or halhatch, i.e. half the distance from e.g- ©© C.Positive selec-
tion approaches significantly reduced the alwement in major environmental activities by 0.9
percentage pointsNone of the other sustainability appaches had a significant effect on any
of the dependent mpact variablesand thematic approaches and positive select@thim-
proved only one out offour dependent impact indicatorsThis shows that the application of
sustainability approaches madeostly no or, in the case of thematiand positive selectioap-
proacheshardly any difference for the funds studied.

This igquite remarkableassustainability approaches have been themaryfocus of atten-
tion in the sustainable investmerindustry to date Our results raise the questiaf whether
their importance andbr effectiveness have been overestimated. Even sustainability ap-
proaches that implicitlyr explicitlysignal a steering effect did not develspch areffect in
our sample(see chapteb.4).

6.4. Interpretation: Possible causes

Asset managesmore concerned with specific rather than encompassisigstainability issues
Ourresults concerning the asset management effect suggesé more specific the ipactin-
dicator, themore selective asset managesgre. Selectivity was highest farajor environ-
mental controversies (reduced by 92%gwer forinvolvements in problematic economic activi-
ties (reduced by 49%nd climate impact (reduced by 30%) almved for ESG Impact (im-
proved by 13%)

Theselection concerning specific critical economic activities could mearstgaificant
capital selection took placgrimarily concerningssueswith higher reputationor transitional
risksand/or concerning issuethat are rather easy to measure: Involvements@ment pro-
ductionwere reduced b¥5%, in defence by®x, in fossil fuels b§6% and in transportation
by 52%. @ment production, in particular, seems a good example where asset managghns mi
exclude an ecoomic activity becausestclimate footprintis easy to measure relevant GHG
emissions are direct resp. scope 1 emissigasdmight beseen as a good way to achieve
GHG emission reductions of their portfolios.

By contrasthuclear errgy, genetic engiering, agribusiness & fisheries, and mining &
metal productionwere not significantly reduced by asset managers in comparison to their
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benchmarks. The reasons could have been lower perceived reputation or transitional risks, or
becausehe actual impact o the environment and societis difficult to assess (such as fye-
netic engineerin@nd nuclear energywhere the societal risks are highly difficult to asgess
This would also make it harder to communicate and sell these topicdeasard factors consl-
ered in a sustainability fundi this interpretation is correct, especially the case of nuclear en-
ergy might have been misjudged by asset managers. Even though nuclear energy is by some
experts seen aavalidtechnology to combat alate change, it ismportant to realize that nu-
clear energy is clearly not sustainalglexternal cost¥*of nuclear energy are regarded at
least as high as the external costdighite'?®>¢ and that it entails considerable financial
risks2s,
The overalportfolio impact onthe environment and society along entire value chaass
measured by the ES@pactwas hardly improved by asset managers. The reasons for this
couldhave been
A TheESG data usetid not reflect such comprehensive impdsufficiently) Most ESG data
on the market do not reflect the comprehensive impaetiably, as to do so, holistic and sci-
entific-based definitionsgoncepts, and data models are needéustead,ESG ratings mostly
focus on managementelated data,and/or apply simple equal weightings of iditors or
sustainability issuestrpact assessments often do not cover entire value chains (full scope
1-3) (see chaptebs.1.]).

A Asset managers deliberately did not improve the overall portfolio impact mucimio dievi-
ations from the benchmark and minimize tracking error.

A No clear and measurable goals were set and controlled for concerning the overall portfolio
impact onthe environment and society.

A Awareness and education concerning impact and useful dastiz lacking.

The role of benchmarks

The following two findingdn particular,shedlight on the importance of the benchmarks used
(a) The asset management effect, despite its significance, was hardly relevant for the overall
ESG Impact. (l)espite thesignificant asset management effethere was hardly any capital
allocation effectin other words: Aset managers apparently achieved a significant improve-
ment inthe portfolio impactof the sustainable funds studietbmpared to theirspecificcon-
ventionalbenchmark, but nobverallcompared to the group of conventional funds.

124 External osts are costs carried by the society and environment that are not internalized into market prices due to market
failure. External costs aeepecuniary measure of impact ¢ime environmentandsociety

125Federal Environment Agency Germa&oi 9.

126 Schweizdasche EnergisStiftung SES 2013
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In order to explore possible reasons for these results, the function of benchmarks has to be
kept in mind.Fundportfolios are compared to benchmarks (indices), and the majority sétas
managers contr@the portfolios in close comparison to indicé3ften, a large proportion of
fund assetsstaken from these indices, and the indices serve as benchmarks for measuring the
fund managers' investment performande. principle, the choicef the benchmark is a ques-
tion of the overall risk management, where saisability is only one among other core ele-
ments.

The actively managed sustainability funds in our sample waostlybased on conven-
tional benchmark$31 out of the 38 actively maged sustainability fundsyvhileall ofthe 13
passively managed sustaibility fundsc the ETFg replicated sustainability indiceSo, in sim-
ple terms, both actively managed sustainability and conventional funds may choose their as-
sets from the same coventional benchmark, but for sustainability funds, additional ESG crite-
ria are appliedin contrast to conventional funds)

When looking for reasonable explanations as to why theasa significant asset manage-
ment effect but hardly any capital allocati@ffect, the first idea thatight come to mind is
that the conventionalfundsstudied alschad asignificantlybetter portfolio impactthan the
conventional benchmarks usethis would imply thathe portfolio impact was to some extent

already internali8 R F YR al dzi2YIlF GAOIf f&é¢ O%F yeywoldotNsS 2F OAl

contradiction to the definition othe Inrateimpactmeasurementss being a measure of exter-

nal effects not being internalized into market prices (sbapter3.2.2. However this was not

the case. The control comparison between the group of conventional funds and the group of
conventional benchmarks used Hye sustainability funds did not shoany sigrificant portfo-

lio impact deviaions (chapter.2.3. What seems counteimtuitive at first sight can be at-

tributed to the factthat the different conparisons were based on different totdls terms of

funds and benchmarks:

A For the asset managnent effect, only the actively managed sustainability fundagia
conventional benchmartwere compared in pairs with theirespectivebenchmark.So on-
ventiond benchmarks thatvere used by several sustainability fundere also included sev-
eral times n the comparison.

A Forthe capital allocation effect, on the other hand, the group of all sustainability funds
also the sustainability funds that ud@ sistainable or no (known) benchmackwere com-
pared with the group of conventional funds.

A Forthe control comparison between the group of conventional funds and the group of con-
ventional benchmarks used by the sustainability funds, only the conventionahbear&s

27 Financial criteria comprise all aspects relevant for portfolio construction based on asset prices or valuation.
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were considered anaach ofthese only once, even if thayere used by several sustaihi-
ity funds.

Qur results concerning the asset management and capital allocation effects subgdstiow-
ing possible reasonsThe orientatiorby means otonventional benchmarkted to asset man-
agers deviating from the benchmark concerning specifstasnability issues, but hardhe-
gardingthe overall impact orthe environment and societymeasured with the ESG Impact
Therefore, even for sustainability funds, conventional benchmarks might restrict asset manag-
ers' freedom of action too much.

Thisthesis issupportedby the finding that, with increasing concentration, thertfolio im-
pactof fundssignificantly improvd: the ESG impacignificantlyincreased andboth the car-
bon impact andhe share of criticaeconomicactivitieswere significantly educed.Concentra-
GA2Y YSI adzNBa | ARighsf BoQcentr@ign\cauiRtBerefiora, Beyinterpreted as
more roomto deviate from the benchmarkandor to applysustainability approaches stricter
or more consistently*?8 Both optionscanprobablybe regarded as two sides of the same medal
and underline the following facBelection to improve thsustainability impact of a portfolio
tendentially increases the concentration as compared to a broad market benchmark

Therefore it seems advisablfor assé managemento either accept larger deviations
from the conventionalbenchmark for a significar@nd relevant improvement of the portfolio
impact, or to applysustainability benchmarkihat alsodeviate to a large extent fronbroad
market benchmarksdn the firstoption, asset managen®ceivea higher risk budget resp. toler-
ance to deviate from a caentional,broad marketbenchmark, and they are in chargeiof-
plementing sustainability aspects in the portfolio anfdcontrolling for the sustainability &r-
acteristics of the portfolio. In the secoraption, the index providers implement sustainability
aspects in the indices, arabset owners decide on theustainabilityindex used abenchmark
and control for its sustainability characteristics.

For bothoptions, our research results show that assessamgl controllingthe sustainabil-
ity characteristis of a portfolio (in the firsbption) or a sustainability benchmark (in the second
option) merely in comparisowith a conventional benchmark can be misleagand, thus,
could entail reputation risksA portfolio impactimprovement compared to the conventional
benchmarkmight vanishin the comparison with conventional funds.

Furthermore, our findingsuggesthat it maynot be enough tosimply replaceonven-
tional benchmarksvith sustainalility benchmarksIn our samplethe benchmark type

128 An alternativeinterpretation would be that the benchmarks used by the funds were already highly contashtvehich
would imply that a higher concentration was not equivalent with benchmark deviatiowever, even if this were the cafee
some of the funds investigatie we assume that was not the only influencing factor and that the above interpretatistils
apply.
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sustainable vs. conventional vs. no (known) benchngdrkd no significanéffect on the port-
folio impact of sustainaitity funds compared to conventional funddowever the reliability of
this result is limited because only a fewssainability benchmarks were used in dund sam-
ple. We stillwant to stress though,that the impactrelated quality of sustainability bench-
markshas to be controlled for, ademanded bythe EUTechnicalExpert Group (see chapter
5.1.3. Therefore high-quality sustainability benchmarksan play an important rolér actively
managedsustainabilityfunds as appropriate benchmarks improvethe portfolio impact For
dpassivelg'?® managedsustainabilityfunds, it is obviousnywaythat the sustainability fund
can only be as good as the benchmark itself.

Sustainability approachedack effectiveness or arenconsistentlyapplied
Sustainabilityapproaches are thedsisfor ES@elated investment rules. Ouegression analy-
sisrevealed that theapplication of sustainability approaches hambstly no significant effect
on the portfolio impact Thisraisesthe question whether themportance and effectiveness
sustairability approache$ave beeroverestimated.This is quite surprising, as most ap-
proachesmplicitly or explicitly aim at improving portfolio impact:

A Shortterm impact improvements: &t-in-class, exclusion, impaatvestment, positive se-
lection, and sustaable thematic approachesuggest shorterm improvements othe port-
folio impact through rulebased selection. For instance, thematic funds may aim to be in-
vested in companies contributing to a sustainable energy transiggolusion approachesst
not beinginvested in companies infringingponthe UN Global Compact standards.

A Longerterm impact improvements: Engagement aims at portfolio impact improvements
over time.

A No impact improvements: ESG integration approaches do not aim at imprthénmprtfolio
impact.

Our findingssuggest that investment guidelines based on sustainability approaches mostly had

a random effect on impaetelated selectionThe following examples are particularly striking:

A Exclusions did not significantly reduce invesntsin critical economicactivities or major
environmental controversies

A Bestin-classand positive selectiodid notsignificantly improvehe ESG impact, climate im-
pact, orinvolvementsin criticaleconomicactivities.

129 Applying a sustainability index as a benchmark that, by nature, deviates from large and broad market indices, is already an
active decision. It imps a sustainabilithased preselection of shares and bonds.
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A The thematic funds studied despite their bcus on environment, climate or sustainable en-
ergy¢ neitherreducel the climate impactnor involvemensin criticaleconomicactivities or
major environmental controversies.

The only twoexemptiors were (a) Positive selection approaches significantgduced the in-
volvement in major environmental activities by 0.9 percentage poiH®vever, for all other
broader dependent impact varialdeno significant improvements could be found. (bematic
approachesmprovedthe ESGmpactscoresignificantly, it only to a small extent, i.e. by 0.04.
For the more specific dependent impact variables, however, no significant improvements could
be revealed for thematic approaches.

This showshat ¢ in the short termg sugainability approachesostly failed atallocating
capital towards companies with a positive impacth significantly and relevanth?® Asa pos-
sible cause for this, we would rule out the missing implicit or explicit claim for a-stront
capital allocatbn: None of the sustainabilifiunds assessé in this studyexclusively applie
ESG integration or engagemeAimost all sustainability funds applieekclusionsmany used
positive selectionand some alsbestin-classapproaches.

Therefore,for the nonexistent or insufficient effect on capitallocation towards sustaina-
ble economic activities and, thus, on improvihg portfolio impact, weprincipallysee the fol-
lowing causes:

A Lack of effectivenes8ustainability approachemay lack effectigness if they ar@ot strict
enoughor if the data wed for selection is inappropriate, esp. by not reflecting encom-
passing impact along entire life cycles.

A Lack ofconsistencySustainabilityapproachesnaynot be consistentlyapplied to all assets
but justto a share of assets within a portfolio.

Judging from our experience, both causes are probably prevalent in practice. Especially the lim-
ited effectiveness of sustainability approaches seems an important issue, given the vast hetero-
geneity of exisng sustainability approaches that are predominamthe investment industry.

In terms of strictnes$or instance, some exclusidmased funds only apply a limited number of
criteria, e.g.excluding coal mines or weapons, whereas others apply encompastingf en-
vironmental and social exclusion criteri@ome approaches set 5% revenue exclusion thresh-
olds, others 10% or higher thresholds. In terms of usipgropriate data, most besh-class
approaches are practically best-industry approaches thatra based on traditional ESG rat-

ings assessing managent systems. These funds often remain investedompanies

130\We want to stress again (&#)at we did not assess in our study if, by active ownership activities with invested companies,
portfolio impact could be improved over time, and (b) that ESG iategr does not aim at improvinipe portfolio impact.

INFRAS B May 2021 Summary



|81

operating in sectors with negative environmental or social impfactinstance in oilnuclear
energy or air traffic. In contrast, other best-class approaches such as the Inrate Besler-
viceapproach (seénnex A.lare based on encompassing impact assessmentscaimgstent

and strict application of such approaches results in divesting from problematic companies and
in investing in compaies fulfilling societal needs with innovative angsginable products and
services.

7. Gonclusionsand Recommendations

7.1. Conclusions and consequences
The sustainability funds assessed in this study hardly channelled capital towards sustainable
economic actiities. It seemed that, overall, sustainability fundre only effectivevhen it
comesto divesing from companies involved in major environmental controversies, but not ef-
fective in terms of climate and sustainability portfolio impact improvememtss siggests that
the ¥ dzy d®strDution to achieving th SDGs and the Paris climate target is not yet sufficient.
Ourempiricalresearch results suggest that the missing intention for shentn capital
shiftingwas notthe reason as all of the assessed sustainability funds applied sustainability ap-
proacheghat ¢ implicitly or explicitlyg aimed at shortterm capital allocatior{see chapter
6.3). Therefore, wesuspect, also based on odesk research andwn experience with and per-
ception of the marketthat the necessaryprerequisies for effective capital allocation, as de-
scribed in chapteb.1, were not fully given3%:
A Methods anddata usedor portfolio selectionmay rot havereflected the actual and encom-
passing impacof a portfolio on the environment and society.
A So far, mvestee companiedo not fully report relevant, encompassing and reliable data.
Therefore, for an encompassing impact assessmexgertbasedassimptionsare neces-
sary. So, possiblyan encompassigimpactmeasurement may have beadtifficult.
A During our desk research of the fund documentations, we sawshatainability funds
lacked the necessary transparency, esp. concerning measurable irtplted goals, clear
investment rules, the actual ES@rffolio impact, the method and data used to assess this
impact, andthe effects of impactrelated investment strategies on financial risurn.
A Sufficient and clear standardsin terms of transparency, methodologies and minimum im-
pactrelated standard for sustainable investmentswere basically lackindexisting labels
are still very diverse, and the different standards of these carchallenging to understand,

B1The new EU regulations signify sseipto the right directionsee chapteb.2.1
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esp. for retail clientsHere, the EU regulations might partly help closing the gap ¢kepter
7.2).

A Last but not least, esuspectthat another reason, also for the points listed abowgight
have been an insufficierstustainabilityrelated education in the financial system.

The consequences are not only theesldy mentionednsufficientcapital allocationeffect and
contribution to asustainable development. Financial actors themselves can be affected nega-
tively: (a) Due to the lack of credibility of financial ESG products, the market poteratiaiot
fully beexploited!3? (b) Mostsustainability fundsmplicitly or explicitlysignal inproved portfo-
lio impacts.Not fulfilling this promisgosesreputational risls due to greenwashing and de-
creases client loyalt}?® The USSecurities and Exchange Commission (S&Qdhstance, just
recently published several concrete cases of potentiailsieading ES@Ilated claims'34
Meanwhile, greenwashingas become legal riskoo: In April 2021, France passed the first le-
gal sanctions in the worlthat are explicitly directecgainst greenwashint® In Germany, a
court proceeding againddekaBanks currently pending for allegedly misleading information
about the environmental and social impactsarfe of its funds-3¢

7.2. Current regulations point into the right directidut havema-
jor shortcomings
The newEU regulationsasdescribed in chapteb.2.1, bring about improvements with regard
to all of the abovementioned necessary prerequisites feffective capital allocation, in part
evensubstantially However, thg should only be regarded as first, albeit valuable steps in the
right direction For allnecessaryrerequisiesfor effective capital allocatiofchapter5.1), con-
siderableand partly cruciathortcomingsand gapsemain.Both the contributions and the re-
maining gaps of the new regulations are summarizet@ahlell.

Table11: EU regulationdor effective capital allocatiorand their shortcomings and gaps

Relevant EU Contributions to effective cap- Remainingshortcomingsand gaps
regulations ital allocation

(selected)
EU Taxon- Impact measurement The EU Taxonomiyg yet incomplete. Ifocuses on environmer
omy The classification system of thdal impacts, not social impacts. While it is intendibt the

Taxonomylists economic activ- Taxonomy is further developed,currently incorporates
ities with a positie impact on merely climate change mitigation and adaptation

132See tsoFederal Office for the Environment (FOEN) 2016

133 See tsoFederal Office for the Environment (FOEN) 2016

134 AzizuddirR021. For further information, seBEC Division of Examinations 2021

135Fines could be up t80% of the cost of the falggomotional campaignSeeWheelan, Murray2021
136 SeeWebb2021.
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climate mitigation or adapta- comprehensively and covers only a selection of economic ¢

tion. This way, it directs the fo-tors.

cus tothe impacts of economic Current discussions, e.ghaut including nuclear energy and

activities along entire value  natural gas ind the Taxonomy, raise concerns that political |

chains. terests undermine the scientific claim of the Taxonorke
current criteria in the Taxonomy concerning forestry andelit
ergyare also criticised as weak arcompletels”
CKS ¢lIEaBVENEOARAAORBEYYE | ¥R
is a major methodological shortcomings such, it neither pro
PARSAE || RSTAYAGAZY 27F dreasSwd
ment for theoverall impact on people and planédt.does not
do justice to the complex reality in which theage conflicting
goals For example, th&axonomy cannot adequately represe
a product that is energy efficient butater intensive Further-
more, the Taxonomy is very imprecise. It does not indicate
whetheran economic activitys just belowresp.just above the
technical threshold, or far belowesp.far above it.Improve-
ments on the part of invested companies as well as portfoli
towardssustainability are usually mad#epwise Here, the
Taxonomy will only reflect an imprement if the technical
threshdd is exceeded.
The Taxonomy is not very pragmaticequires farreaching
transparencyand, therefore, isdifficult to implement.All the
more so when the remining environmental goals and, poter
tially, social and governance goals are also included.
Externd verification of the quality of disclosure is not mande
tory.

NFRD

Investee company data availa-The NFRD sets no requirements for smaller public interest
bility: ties. It also allows for coiderable flexibility imon-financialre-
The NFRD requires large publiporting, andthe publication of information for effective capit:
interest entities with over 500 allocation remains voluntary.
employees to provide nofi-  The European@nmission published a proposal for a Sustai
nancial transparency. It fur-  bility Reporting Directive to revise the NFIBThis proposh
thermore recommends Taxon- suggestexpandng the general sustainabilityelated publica-
omy-based reporting. tion requirementsto all large companies and all listed compi
nies (excepfor listed mico-enterprises). In addition, manda-
tory EU sustainability reporting standardee suggestedhat
do not only cover relevant informatiorequiredfor the EU Tax
onomy but also fothe SFDR. Finallthe proposalrequires the
audit of reported information.

SDR;
Benchmark
(BM) Regu-
lation

Transparency of financial prodThe SFDR and BM Regulations are quitedachingand re-
ucts quire extensive information on ES@y performancendicators
Both the SFDR and BMd@Rda- (KPI) Howeverthe requiredKPIsdo not cover entire value
tion set reporting requirementschains (except for carbon emissions).

for ES@elated quantitative The regulations alsdo notprovide a definition and metrifor
and qualitativekey perfor- impact assessment that would allow aggregating the variou
mance indicatorsKPI3. KPlgo obtainan overall impact.

The SFDR sets binding

137See e.gHay 2021.
138 European Commission 2021.
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adFyRIFENRa T HN

pSaGtySyiaas | a

pSatySyia YSNB

certain environmental or social

ch- N> OGSNR&adAOa
EU Green Standards and labels The focus of the EGreen Bond tandard andEcdabel is on
Bond Stand- The criteria for both the EU  environmental impact, not social impact. The current propo
ard andEU Green Bond Standard and the for anecolabel allows for the inclusioof companies investing
Eolabel EU Ecolabel will be based on in polluting activities such as fossil fuels and for equity fund

the Taxonomy and aim at allo-that devote less than 50% to green activities.

cating capital towards invest-

ments with positive environ-

mental impactsThe EU Eco-

label might prove to ban im-

mensely valuable minimum

standard for higkguality envi-

ronmentally friendly invest-

ments.

MIFID Il ESG education and awareness<Apart from MIFID, the EBction Plan on Sustainable Finance
MIFID Il sets preontractual in- does not foresee measures and strategies relate@ducation.
formation requirements for fi-
nancial productgenerally and
sustainable products in particu
lar. Since grevision,the regu-
lation also requires that the
sustainability preferences of
private investors must be in-
quired about andbe taken into
account during investment ad-
vice.

Source: Inratebased orour own analysis of EU regulations.

Some ofgaps and shortcomings outlined aboaee quite crucialand must be overcomt de-
liver the desired resultg namely to channel financial flows into sustainable environna¢at-
tivities and to prevent greenwashingurthermore, especially for some of the weaker transpar-
ency requirements, it will take time to set factual improvements in motiothe financial in-
dustry 13

A recent publication that analysed the thr@elices DAX, CAC 40 and EURO STOXX 50
showed that only 12% of total revenue is estimated to be fully taxonoaligned!*° Reasons

139 Since March 2021, for instance, the SFDR requiraadial market participants to disclofeeir policies related to principal

adverse impacts (comply or explain) and sustainability risks (comph) 2 FIF NE &2YS 2F GKS FdzyR YI yI ISND:
vague and reveal a rather low standaktbwever, thigransparency is a necessary prerequisite for competition within the finan-

cial industry towards higher sustainability standards over time.

0 Garcia et al. 2020.
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for this low alignment include a higbarbon economi#!, the limited set of economic activities
covered by the Taxonomy as wed madequate current reporting practices by invested compa-
nies. This underlines the challenges in implementing the current regulatory requirements.

7.3. Recommendations
Based on our sidy results and desk research, we derive the following set of recommendations
for asset owners and managers as well as regulators

Asset ownersand manages

Stop defining sustainability respe D firough merelynaming certain norms dooselyapply-

ing sustanability approachesinvestors should in any case deliberately take the following deci-

sions andsteps:

A Impactrelated gpals: Setboth short-term and longefterm impactrelated goalse.g. to re-
duce the climateintensity of the investment portfolio b20%in two yearsin accordance
withthe A y @ S ®\ieralN#ket and sustainability strategy in platdentify and solve po-
tential trade-offs with other goals such as diversification of risk characteristics of invest-
ments and portfolios.

A BenchmarkChoog a conventionamarket benchmark or austainabilitypenchmarkdefine
the risk budget allowing for a certadeviation tolerance in the relation to the benchmark

A Investment rulesSetand implementinvestment rulessoncerning selection, engagement
and \oting activitiesthat are appropriateo reach the goa Investment rules might or might
not relate to the sustainability approaches in place. If the set goalsiatatious, the invest-
ment rules will have to be strict enough and appl@xhsistently

A Impactrelated controlling and reportindvieasurg control and reportthe portfolio impact
using the appropriatencompassing and reliableSG impact dat@gee chapteb.1.1). Adjust
investment rules or goals, if necessarhisensures that selection and active ownerskgn
be directed both effectively and efficiently toward reaching the set goals.

A Awareness and educatioBuild up and maintain awareness angp-to-date knowledge of
the relevant actos, esp.asset managers, institional investors and client advisars

Such a systematic approach is generally advisable, both for private and institutional investors
and well as for all asset classes.

1415 Q1 LINJA £ S deSefopell & dbcadmization pathway for the EU that would allow reducing GHG emissions until 2030 by
55%.Accoding tothe study, about half of the investments necessary to get on such a pathway do not represent positive invest-
ments cases. For these, interventions wouldréguired such as direct public financings, price measures such a carbon prices or
emission trading systems, or commerciatiigking measures, for instance by extending financing models to include ESG risks.
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Regulatorsm the EU

A ltis crucial that the EU Taxonomy is exclusively based encgileaving aside political in-
terests.

A As planned, thdaxonomyshould be extended to includée otherrelevantenvironmental
goals such akiodiversity and ecosystems, the proteatiof water and marine resources,
pollution and circular economy.

A Shouldthe Taxonomy prove to be useful in practice, the following developments could be
advisable(@m2 @S 0Se2y R |[Tax®MB 26BNRBEY ¢ Gadzadl Ayl of S¢
including sociadnd, if applicable, governance gagalb) in addition to a taxonomy Wi sus-
tainable economic activities, elaborasecorresponding taxonomwith economic activities
that have negative impacts@irty Taxonomy").This could be avay tofix the current bind
spotsconcerning the sectors that are not yet coveredtbg Taxonony.

A TheES@elatedKPIs to be reportedccording to the SFDR and the amendments to the
benchmarkregulationsshouldgenerallyinclude entire value chaing,applicable

A In our opinion, it could make sense for the EU Ecolabdkfme different impactrelated
quality levels, e.g. bronzsilver, andgold. A corresponding label for positigastainability
impacts including environmental and social impasiuld also be imortant.

A Financial actors can ontgadilyapply theTaxonomyand perform impact asssmentswvhen
the informational prerequisites are created. A first ba#ternative, in our opinionwould be
that invested companieget legally obliged to publish the levantsustainabilityrelated in-
formation.**? A review of thecoreinformation ¢ both onthe part of investors and invested
companies; should bemademandatory and carried out by credible, i.e. independent and
competent bodiesThe other alternative repres#s the current situation and seems merely
second best: fie legislator wai and seswhether the market creates a corresponding offer
via investor demandHere, the risk remains that published data staysomplete andboth
the qualityand comparabilityguestionable.

A In any case htere should be regular reviews of whether tB&Jregulatiors are proving
themselves, i.e. whether they aedfective,practical and pragmatic enough. If necessary,
the regulations should be adapted or further developed accordlintpe reviewresults.

Regulators in Switzerland

The EU regulations already now hareimpact on Switzerland. Particularly financial actors
with subsidiaries in the EU, EU products or EU clients need to be on top of the regulations.
Other financial actors follow the developments closely because of maressure and reputa-
tion.

1423ee also proposal by the European Commissidpiil 2021 for a Sustainability Reporting Directive.
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Neverthdess, in ordeto improve the capital allocation effect of Swiss sustainable invest-
ments and to ensure that the Swiss financial system remains competitive and at the forefront
of sustainable finance, the Swiss regulasbould also take regulatory measurdhese regula-
tions should take into account the developments in the EU, but also the shortcomings men-
tioned in this report (see chaptét.2).

Certain provisions in EU regulations could immediately find their way into Swislareg
tions, particularlyaspects of the EU regulations that require increased reporting and the provi-
sion d reliable data, e.g. on the indicators in the SFDR and the benchmark regulations or on
the economic activities and thresholds according to guidelofate NFRDThis would allow to
have relevant informatiorat hand formarket actordo improve sustainattity assessments and
measure the overall impact of investments.

Other aspects of EU regulations might need more extensive assessments. For example,
while the EU Taxonomy certainly provides valuable methodological foundations, its suitability
in practiceshould be further analyzed. Instead of a complete adoption of the EU Taxonomy,
Swiss regulation might instead focus on implementing certain princglehl as the inclusion
of economic activities in impact measurements.
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Annex

Al Inrate ESGmpact

Overview

The Inrate ESG Impact assesses the encompassing sustainability impacts of companies on the

environment and society. The assessment is basetherfiollowing componentg43

A Product Assessmerimpact of products and services on society and envirarinaéong en-
tire product life cycles as main focus of the impact assessment.

A CSR Assessmeflystematic assessment of management & operation practieeserning
corporate socialresponsibility(CSR).

A Controversial practicesnd their impacton society anagnvironment are included in the as-
sessments.

A Sectorspecificndicators and weightto account for sector specific sustainability issues.

A The ESG Imparating result is normalized on absolute scalérom A+ to D.

Figurel8: Overview of the Inrate ESG Impact method

Product assessment

Environmental impact Social impact

CSR assessment

Environmental

CSR Social CSR Governance

Overall ESG Impact Rating

A B [+ D
Not
sustainable
high negative
net impact

Sustainable Becoming Not
high positivenet || Sustainable sustainable
impact low positive low negative
net impact net impact

Source: Inrate ESG Impact Methodology 2018.

143Schwegler 2018.
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1. Impact assessment of products and services

TheProduct Asessment; impact assessment of products and serviamg entire life cycles

ia olFaSR 2y | RSGFAfSR lFaaSaaYSKdgue®F || O2YLI yeQa

A At first the company revenue is split into 44andard busines activities of the Inrate Busi-
ness Activity Classification (IBAT)e IBAC is built around two standard classifications: the
sectors of the US inptdutput table, and the North American Industry Classification System
(NAICS).

A To each busiess activity tk Inrate Impact Matri¥* assigns the impact on environment (to-
tal greenhouse gas emissions and other environmental imp&ss well as the impact on
society (consumers & labour and other stakeholders).

A Additionally, industryspecific parameers are used talifferentiate the impact assessments
for individual companies.

Figurel9: Product impact assessment based on the Inrate Impact Matrix

Segmentation of reported
Revenue Split revenues based on predefined
business activities

Assessment of the predefined
business activities for the

Impact Matrix environment & society

dimensions
Company- Research of industry specific
specific parameters on individual
parameters company level

Source: Inrate ESG Impact Methodology 2018.

2. CSR management assessment

The CSR managenteassessment shows how effectively a company works on improving its im-
pacts. This assessment corresponds to a classic ESG assessment. It is divided into the sustaina-
bility aspects of environment, labour (employees and suppliers), society and governance.

3. Impact assessment of controversial business practices
Theimpact assessment of controversial business practices is used to supplement and correct
the overall assesnent. The different cases of controversial business practices involving

144 The underlying methodological concepts are those of market failures such as external effects, or merit or demerit goods, the
data basis are ecbalances, studies and expert judgenten
“53Such as water and land usage, biodiversity loss, emissions, etc
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companies are catgrised and assessed according to their severity, based on the following as-
pects:

A The negative impact on the environment and society;

A The company's involvement ihé impact in question;

A Whether the company is taking action to improve the impact or preveim the future;

A The credibility of a controversial case.

4. Weightingand normalization andof criteria
The rating criteria areveightedaccording to their impdance to the company's sustainability
impact assessment. The relative importance of theissnmental, social, and governance as-
pects differs between the various sectors of industry. Consequently, in the sense of a utility
analysis, the weightings that@given to those aspects reflect the importance of specific sus-
tainability issues and imp#&to a given industrial sector. Environmental criteria are particu-
larly relevant for impact assessments in the oil and gas sector, for example. That is why the en-
vironmental aspect of sustainability carries a 50% weighting in the overall rating

The ES@npact isfinally normalized on a scale from 0 to 1 for the ESG Impact score (zero
corresponding to a very negative net impact, one to a very positive net impagighvis trans-
lated into the ESG Impact grades from A+ tqdeeTablel2). The grades from A+ to Bhow a
positive net impact, the grades from C+ tedhegative net impacfseeFigure20).146 This fac-
tors in whether or not, overall (i.e. on a net basis), companies satisfy basic social naeds in
more ¢ or lessg sustainalte way.

146 Schwegler 2018
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Tablel12: Translation of ESG Impact scores into grades

Grade Minimum Maximum
(score>min) 6a 02 NB X

D- 0 0.0727

D 0.0727 0.1455

D+ 0.1455 0.2182

G 0.2182 0.2909

C 0.2909 0.3636

C+ 0.3636 0.4364

B- 0.4364 0.5091

B 0.5091 0.5818

B+ 0.5818 0.6545

A- 0.6545 0.7273

A 0.7273 0.8

A+ 0.8 1

Grade category A: sustainable or helping transition towards sustainability.
Grade category B: on the path to sustainability.
Grade category C: nsustainable, but with diminished impact.

Grade category D: not sustainable.

Source: Inrate ESG Impact Methodology 2018.

Figure20: ESG Impact Rating scale

Sourcelnrate 2018.
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