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New hedge fund strategy incorporates
ESG “leaders” and “laggards”

In last year's ESG Report, we sketched out a new concept
for a long/short hedge fund portfolio with an ESG focus. We
wanted to bring the ESG know-how we have acquired over
the years with our sustainable equity portfolios to a hedge
fund solution. The portfolio would use ESG as an important
criterion for selecting companies with strong ESG profiles,
while shorting those that are weak on ESG.

We are pleased to report that we have found a partner to
implement such a strategy. Arrowstreet Capital is a Boston-
based asset manager focusing on quantitative investing

in equity markets, which manages over USD 90 billion on
behalf of investors globally. The firm employs a quantitative
investment process that is well suited to incorporating ESG
considerations in a systematic and measurable way. Over
the course of 2018, we held discussions with them about
how to develop an ESG-focused long/short equity portfolio.
As a result of this collaboration, they are in the process of
launching a fund that will integrate ESG factors in its stock
selection process, and LGT CP will act as a seed investor.

Enhancing the ESG profile of the portfolio

The starting point is Arrowstreet’s existing market neutral
strategy, which is then adapted to include ESG factors

in its investment decision-making. It aims to significantly
improve the ESG profile of the portfolio without significantly
altering the strategy’s expected risk and return. Towards
this end, Arrowstreet introduced stock selection criteria
that favor long positions in companies with desirable ESG
characteristics, as defined by externally sourced ESG ratings.
It also overweights short positions in companies that are
weak on ESG.

The ratings are based on thousands of data points across
more than 30 key issues, which show the ESG risks and
opportunities that a company faces. Companies are given
ratings on a scale that includes Excellent, Good, Average,
Low and Poor relative to their industry peers.

The result is a portfolio that is heavily weighted towards
long positions in companies that are ESG leaders as well as
short positions in ESG laggards, as shown in the charts. The
comparison with the MSCI ACWI Investable Market Index
shows the extent of the ESG strategy’s overweight in the
two kinds of positions.

Key takeaways

The key takeaway from this analysis is two-fold. First, it is
possible to improve the portfolio ESG score significantly,
while maintaining a diversified portfolio. This is explained

by the fact that Arrowstreet can select from a very broad
equity universe, allowing them to select stocks with very
similar attributes and better ESG scores. Second, the analysis
confirmed that overweighting long positions in ESG leaders
and short positions in laggards is an effective way of building
up an ESG-focused portfolio without resorting to exclusion
lists, which can potentially constrain the investment universe
in detrimental ways.

We at LGT CP believe that these results are very
encouraging, so we are pleased to seed Arrowstreet’s first
market neutral strategy with an ESG focus.
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Long-only managers

We see a positive long-term trend in the ESG practices of our
long-only managers (equity, REIT, insurance-linked strategies,
high-yield and commaodities), as the share of managers rated

4 has decreased from 22% in 2016 to 10% today. Over the
same time period, the proportion of managers rated 1 or 2 has
increased from 36% to 40%. Looking shorter term, the chart
also shows an apparent dip in the proportion of managers rated
1 or 2 since last year, and a corresponding increase in those
rated 4. This is the result of several new managers focusing on
insurance-linked strategies (ILS) entering our portfolios in 2018.
Most of them have not yet started actively integrating ESG

into their investment strategies, resulting in low ESG ratings
within our assessment framework. This is in line with what we
see more broadly in the ILS asset class, where there is still little
agreement on how ESG considerations should be applied. We
view the new ILS managers as an opportunity for engagement
to see how we can raise the bar on ESG within the asset class.

When adjusting for the effect of the new managers, the ESG

ratings within our long-only portfolios are largely in line with

last year. The same managers who were doing good work on
ESG last year, as indicated by their ratings of 1 or 2, are still in
the portfolio.

Beyond the shifts in manager ratings, we have seen in our
multi-manager portfolios individual instances of ESG
engagement paying off. For example, during the reporting
period the team decided to add trade finance as a new
investment strategy in the portfolio, which set off the search
for high-quality managers that also integrate ESG to their
investment decision-making. This led to our collaboration with
TransAsia, a Hong Kong-based manager operating in a market
segment that has historically seen little focus on ESG. TransAsia,
however, has made ESG integration a priority, as described in

the manager interview that follows.

ESG ratings of long-only managers
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Interview: Asian direct lender
focusing on trade finance makes

ESG a priority

TransAsia Private Capital is a Hong Kong-based direct
lending manager specializing in trade finance solutions to
Asian middle market enterprises. They have made ESG a
priority in their investment approach, so we spoke with
TransAsia managing partner, Jiffriy Chandra, to get his
insights on the topic.

Jiffriy Chandra
Managing Partner

TransAsia Private Capital

LGT CP: You strengthened your responsible investment
approach and updated your policy last year. Could you
elaborate on some of the reasons for doing this?
Chandra: It has always been TransAsia’s corporate DNA to
conduct business in a socially, environmentally, and ethically
responsible manner. We know that to be successful in the
long term, we have to build a sustainable business that is
both a profitable investment proposition and an effective
driver of job creation and long-term sustainable economic
development. It was clear from the start that our borrowers
are both the foundation and the building blocks for
sustained economic growth.

We had set the objective of developing a formal responsible
investment initiative after our assets under management had
exceeded USD 1 billion. With the addition of team members
with responsible investing backgrounds, we were able to
analyze the implications of responsible investment for trade
financing and revise our investment policy accordingly.

LGT CP: Could you please share some insights on how
you incorporate responsible investment considerations
within trade finance?

Chandra: TransAsia believes that a holistic assessment

of the borrower is critical to understanding the potential

risk and return of the investment. In addition to carrying

out financial analysis during the initial credit assessment,

we ensure that a borrower’s business does not fall under
the International Finance Corporation’s (IFC) Exclusion List
for prohibited industries and economic activities. We also
evaluate the company’s ESG policies and practices relating to
its stewardship of the environment, treatment of employees,
local suppliers, contractors and local communities. In our
assessment, we analyze evidence of the company’s intent

to create positive economic, social, and/or environmental
impact in the course of carrying out its business activities.
This is based on various criteria specific to the UN
Sustainable Development Goals (SDGS).

By developing this screening strategy, which continues to
evolve, we are in a better position to track the responsible
business aspects of our borrowers. It has also enabled us
to, for example, structure an impact mandate for one
client by filtering the borrowers and/or transactions on
specific criteria.

LGT CP: Are there any challenges of implementing
responsible investment criteria and how do you
overcome them?

Chandra: Due to differences in local practices and varying
industry benchmarks, our approach to implementing
responsible investment criteria is largely qualitative at this
stage. Aside from ensuring the borrower adheres to the
IFC Exclusion List, we have created our own framework
for assessing global and local economic, environmental,
and social contexts, as well as international and domestic

regulatory standards and best practices. During our initial
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assessment, we screen the borrower with this set of criteria,
and we assess the borrower’s commitment to international
ESG best practices and whether it has sustainable and ethical
business policies and practices in place. This involves active
engagement between TransAsia and the borrower.

LGT CP: What is your experience concerning
responsible investment with clients/partners?
Chandra: Through our work of managing a global impact
mandate with TriLinc Global, we have had the opportunity
to refine our reporting and investment standards to track
and report on baseline impact metrics. There is no one-size-
fits-all approach, so we have had to gather the appropriate
data to evaluate each borrower’s policies and practices; and
to assess, monitor and report on specific impact results.
Although this takes more time and resources, TransAsia

has been able to build on our existing framework — which
continues to evolve — and incorporate new findings into our
strategic decision-making process.

LGT CP: What do you see as the big driver for
responsible investing considerations? Has it been
management led or investor led? Who's really driving
the key issues?

Chandra: Truth be told, everyone has a stake in responsible
investing in the long run and as such, we see that interest
is coming from all the stakeholders: from our firm principals
and family, to our staff, our investors, our investors’
investors, the regulators, etc. While initially driven by
investors with a responsible investment mandate, the trend
is now common for the entire market. TransAsia plays an
important role, in particular in Asia, in bridging the needs
of the investor and borrower as part of our relationship
management and responsible investment policy evaluation.



Public equity and fixed income

Making the SDGs investable

With the SDGs gaining increasing attention in the last several
years, we at LGT CP began exploring how they could be
integrated into our sustainable equity and bond portfolios.

The collection of 17 global goals was approved by 193 United
Nations member countries in September 2015, and they address
topics like poverty, hunger, health, education, climate change,
gender equality, water, sanitation, energy, environment and
social justice. Achieving them is estimated to require investment
of USD 5 to 7 trillion per year until 2030.

The SDGs themselves were designed as a set of environmental
and social goals defined by governments and nongovernmental
organizations, not as an investment framework. We have

been working on an approach to make the SDGs investable by
developing a framework that assesses the impact of companies
on achieving the SDGs. It takes a broad approach to assessment
by incorporating information on companies’ products and
services. In doing so, we leveraged an existing tool, our ESG
Cockpit, which is a proprietary system for assessing public

companies on their ESG attributes. Assessing companies on their

SDG impact was a natural extension of what the tool already
does on ESG.

Assessing companies for SDG impact

The starting point for our framework is the ability to assess both
the positive and negative impacts of companies’ products and
services on the various SDGs. Towards this end, we sourced

a consistent and comparable set of data from one of the

large data providers, and we sorted it into approximately 300
different categories of products and services, covering broadly
all of the possible business activities of listed companies. Based
on the pre-assessment of the data provider, we then attributed
an SDG impact measure ranging from -10 to +10 to each
product and service category on the respective SDG. To use a
very simple example, a company that focuses on the production
of renewable energy will have an impact score of +10 on
Climate Action (Goal 13), whereas coal-fired energy production
will have a score of -10.

The overall impact of a company on a certain SDG is then
calculated by summing up the impact of all relevant business
activities weighted with their respective revenue share.® The
table shows an example for a utility company.

Assessing a utility company’s impact on Climate Action (Goal 13)

Product category

Impact measure

Contribution to
total impact

Revenue share
(% of revenue)
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5 Revenues pertaining to one specific SDG do not comprise 100% of company revenues
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The company used in the example has an overall impact of
1.19, which can be considered its “SDG footprint” on Goal
13. Energy production from renewables has a strong positive
impact, given its sizeable revenue share, but this is partly offset
by producing energy from coal, which also contributes 24% to

total revenues.

Using this framework, we can derive an overall SDG footprint
of individual companies by calculating their impact on each of
the 17 SDGs. As the final step, a footprint can be calculated
for an entire investment portfolio by aggregating the individual
investments. This shows the investor the total impact of their
portfolio on the various SDGs, whether positive or negative,
which can then be compared to the impact of a benchmark
portfolio.

The footprints of companies in our sustainable bond and equity

portfolios reveal some insights on how companies impact the

SDGs:

= Certain SDGs are more strongly affected than others —
Goal 3 (Good Health & Wellbeing), Goal 7 (Affordable and
Clean Energy) and Goal 13 (Climate Action) are much more
impacted by the companies in our portfolio than the other
goals. For example, companies in the health care and phar-
maceutical sector tend to make a significant positive contri-
bution to Goal 3 because their business models are so closely
aligned with the goal. Similarly, producers of renewable
energy and providers of clean technology positively impact
Goals 7 and 13, again because of the close fit between their
business activities and the goals themselves. At the same
time, producers of fossil fuels generally have a strong nega-
tive impact on Goal 13.

= Companies vary widely in their SDG impact — some, such as
our renewable energy example, have a strong impact on just
one or two SDGs (Goals 7 and 13), so they can be viewed as
“pure play” SDG investments. Other companies, such as large
food producers, may have a very diverse set of business acti-
vities that have a relatively small impact on many different
SDGs.

Applications of our SDG framework

The framework we have developed enables us to analyze

the current SDG footprint of an investment portfolio, which
allows an investor to understand both the positive and
negative SDG impacts of their investment decisions. In doing
so, it enables an investor to identify allocation decisions that
could increase the portfolio’s positive impact on specific SDGs
or the goals overall. This does not have to be limited to
dedicated sustainable investment portfolios, but can also

be applied to larger, generalist portfolios that currently do
not incorporate sustainable considerations. Investors in such
portfolios could use the framework to make adjustments in
security selection to enhance the SDG impact, while preserving
the overall strategic allocation.
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Substantially lower level of carbon emissions difference results from company selection within the utilities
than the benchmark sector, by investing in companies focused on renewable energy
As investors have a strong interest in understanding the and underweighting those that generate power from fossil
carbon footprint of their portfolios, we measure this metric fuels. Another significant amount of carbon emission savings are
for a selection of our Sustainable Investment Strategies. We realized through our stock selection decisions in another critical
also compare these footprints with those of their respective industry, energy. Here, we currently focus on a Swedish and a
benchmark indices, so our investors can better understand Japanese energy company, both of which exhibit very low levels
the environmental impact of their investment decisions. of carbon emissions compared to their peers.

The chart shows the aggregated normalized greenhouse gas

emissions for three different strategies against their respective Our approach illustrates that it is possible for investors to be
benchmarks, with carbon footprints that are 18% to 42% well diversified in terms of industry exposure, with significantly
lower than the benchmarks.” reduced carbon emissions from their portfolio.

As an example, our Global Equity Strategy generates 110 metric
tons of carbon emissions, while the corresponding benchmark
figure is 191 metric tons, a difference of 81 tons. Much of this

Metric tons CO, equiv./USDm

191t 148 t 196t
-18%

160t

110t 881t

Customized
Corporate

Bond Index
LGT CP
LGT CP
Global
Equity

LGT CP
Europe
Equity

Corporate
Bond
Strategy

Strategy Strategy

Source: ThomsonReuters ESG, LGT Capital Partners. All data in metric tons CO, equiv./USD 1 million company sales per calendar year. Data as of 31 March 2019

7 Source: LGT Capital Partners/Data as of 31 March 2019
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Improving SDG footprint while
retaining diversification and attractive
risk-adjusted returns

The approach to assessing SDG impact described in the
preceding pages can be applied to a diversified “plain
vanilla” portfolio to improve the SDG footprint, while

retaining diversification and attractive risk-adjusted returns.

Our starting point is the MSCI World Index, comprising
1,600 stocks. As the spider chart shows, the impact of the
MSCI World on the SDGs in most cases is negative or zero.
The only area in which these companies in aggregate have
a significant positive effect is on SDG 3 (Good Health &
Well-Being), due to the large exposure to pharmaceutical
and health care companies. A smaller positive impact is
achieved on SDG 11 (Sustainable Cities and Communities),
driven by public services (utilities) companies, public
transport and real estate.

In short, there is a significant opportunity to improve the
SDG impact potential of a globally diversified portfolio,
without fundamentally changing the strategy. In order
to test this thesis, we used our SDG impact framework
to identify the 500 stocks within the MSCI World Index

with the highest SDG impact, and then we refocused

the portfolio on just these stocks. We kept the industry
weightings identical to those in the original index in

order to make a fair comparison, with the goal of keeping
diversification high and tracking error low. We also did

not do any portfolio optimization based on risk and return,
as the 500 stocks were selected solely based on their

SDG impact.

SDG 500 impact comparison
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The spider chart shows a significant increase in positive
impact on most of the SDGs. Whereas the MSCI World
negatively affects seven different SDGs, the SDG 500
strategy has only a small negative effect on Goal 14 (Life
below Water). The biggest improvement with the optimized
strategy comes with Goal 7 (Affordable and Clean Energy)
and Goal 13 (Climate Action), topics that are very high on
the agenda of many investors.

Critical to many investors will be how these changes affect
risk-adjusted returns. In this case, the SDG 500 portfolio
shows increased returns over both a one and three-year
time frame, as shown in the table.®2 Moreover, it does not
result in a material increase in the risk profile over either
time frame. It demonstrates that an investor can improve the
SDG impact profile of a portfolio, while also enhancing risk-
adjusted returns.

8 Source: LGT Capital Partners, data as of 31 March 2019. Past performance is not a guarantee, nor an indication of current or future performance.

Returns may increase or decrease as a result of currency fluctuations
9 Source: LGT Capital Partners, data as of 31 March 2019

An important benefit of this approach is that it allows
investors to calculate a SDG baseline for their current
portfolio, showing exactly how their portfolio helps, or
hinders, achieving the SDGs. This enables them to plot

an actionable and targeted path for improvement for the
future. For example, a board of trustees or an investment
committee can clearly assess where their portfolio stands
on the SDGs and make decisions on how to improve either
their overall footprint or prioritize specific SDGs, with clear
timelines and milestones.

Performance of SDG 500 strategy vs. MSCI World®
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— SDG 500 strategy MSCI World Index

Performance (total return) 1 year 3 years
SDG 500 strategy 11.8% 44.8%
MSCI World 7.9% 39.3%
Outperformance 3.9% 5.5%
Risk 1 year 3 years
SDG 500 strategy 13.5% 9.4%
MSCI World 13.2% 9.2%
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Green Bonds - a key instrument in liquid markets for
achieving the SDGs

While green bonds still represent only about 1% of the global
bond market, the asset class is growing rapidly, with issuance
expected to reach USD 200 billion by 2020. At LGT CP,

green bonds are a key element of the firm’s investments in

its Sustainable Bond Strategy, representing up to 46% of
some portfolios.°

Initially dominated by development banks, the variety of green
bond issuers has substantially increased during the last few
years. In 2018, 25% of issues were by state and state-related
entities, 30% by financial issuers, 18% by corporate issuers and
9% by development banks.™

The geographic diversity of green bonds has also increased in
recent years. In 2018, European issuers represented 40% of
global issuance, followed by Asia-Pacific with 29% (of which
19% was from China) and the US with 21%. Issuers from

46 different countries demonstrate the global reach of the
asset class, which includes newcomers as far flung as Iceland,
Lebanon and New Zealand.

The use of proceeds is changing as well. Over the last couple
of years, the focus on renewable energy projects has been
declining, while green buildings, sustainable transportation and
clean water have gained importance. Even within clean energy
projects, there is a shift from solar towards wind power, electric
vehicles and batteries.

Bringing greater transparency and consistency

to the market

As the market for green bonds has developed, market
participants have begun demanding greater consistency and
transparency on how bonds are classified. They have sought
greater clarity on how bond proceeds are used to address
specific environmental concerns. The work of the European
Union’s Action Plan for Sustainable Finance is one approach for
addressing these concerns. It provides for the development of
a unified classification system, or taxonomy, for what can be
considered an environmentally sustainable economic activity.
The taxonomy should enable investors to make better informed
allocation decisions, in terms of the type of impact they are
trying to achieve. There is also scope for harmonizing the new
taxonomy with the SDGs, which would enable investors to
target specific SDGs with their allocation decisions.

Diversity of green bonds in 2018 by type of issuer

Local government 4% 3% Other debt instrument

Development bank 9%
30% Financial corporate

Government-backed
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Sovereign 11%
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ABS 15%

Sources: Climate Bonds Initiative, Moody’s Investors Service

©As of 31 March 2019
" Moody’s: 2019 Global Green Bond Market Outlook

Diversity of green bonds in 2018 by industry sector
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Social, sustainable and blue bonds still in their infancy
New kinds of “mission-oriented” bonds have emerged in the
last three years, which are considered the offspring of green
bonds. For example, social bonds are used to finance projects
like basic infrastructure, access to health care and education or
affordable housing, in the same way that green bonds support
projects to benefit the environment. These bonds saw issuance
of USD 14 billion in 2018.

We have also seen the emergence of sustainable bonds, with
USD 17 billion of issuance in 2018, which are used to finance
projects with both social and environmental targets. Occupying
a smaller niche are blue bonds, which is a new breed promoted
by the World Bank. Blue bonds are designed to finance marine
and ocean-based projects that have positive environmental,
economic and climate benefits. Whether social, sustainable or
blue, these bonds provide investors with more choice in the
types of projects they can support with their sustainable
investment decisions.
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Towards achieving the SDGs

Achieving the SDGs by 2030 will require a significant amount of
private capital, and green bonds along with their offspring can
play an important role in achieving them. The evolution of green
bonds has shown that large amounts of capital can be raised

to target specific environmental outcomes, and this is likely to
increase as standards for transparency and reporting improve.
Green, social, sustainable and blue bonds can be mapped

to specific SDGs, so we expect them to play an increasingly
important role in investors’ SDG allocation decisions.
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Long-held commitment to ESG

LGT CPis a leading alternative investment specialist with over
USD 60 billion in assets under management and more than 500
institutional clients in 37 countries. An international team of
over 450 professionals is responsible for managing a wide range
of investment programs focusing on private markets, liquid
alternatives and multi-asset class solutions. Headquartered in
Pfaeffikon (SZ), Switzerland, the firm has offices in New York,
Dublin, London, Paris, Vaduz, Dubai, Beijing, Hong Kong, Tokyo
and Sydney.

LGT CP has a long-held commitment to incorporating ESG
considerations into its client programs and its business overall.
Since 2003, many of our programs have had a responsible
investment clause written into their governing documents,
authorizing us to exclude investments that are substantially
exposed to arms-related activities, violations of human rights,
irresponsible treatment of the natural environment or other
non-ethical conduct of business. Consideration of ESG

PRI INCDP

DRIVING SUSTAINABLE ECONOMIES

issues is an integral part of our investment process, as

our investment teams are responsible for taking into

account ESG considerations when performing due diligence

on investments. Any opportunity that is pursued will have been
vetted for such issues.

LGT CP has been a signatory to the Principles for Responsible
Investment (PRI) since 2008. In 2018, Tycho Sneyers, a managing
partner and chairman of the firm's ESG Committee, joined the
board of directors of PRI. LGT CP also participates in the Carbon
Disclosure Project (CDP), the European Sustainable Investment
Forum (Eurosif), the Montreal Carbon Pledge and Institutional
Investors Group on Climate Change (IGCC).

In 2018, the PRI awarded LGT CP scores of A or A+ across all
modules evaluated in its annual Rl Assessment Report.

IGCC

The Institutional Investors
Group on Climate Change

Eu@sif
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Legal Information

This document is intended solely for the recipient and
may not be passed on or disclosed to any other person.
This document is for information only and is not an offer
to sell or an invitation to invest. In particular, it does not
constitute an offer or solicitation in any jurisdiction
where it is unlawful or where the person making the
offer or solicitation is not qualified to do so or the reci-
pient may not lawfully receive any such offer or solicita-
tion. It is the responsibility of any person in possession
of this document to inform themselves of, and to obser-
ve, all applicable laws and regulations of relevant juris-
dictions.

The information and any opinions contained herein
have been obtained from or are based on sources which
are believed to be reliable, but their accuracy cannot be

guaranteed. No responsibility can be accepted for any
consequential loss from this information. Prospective in-
vestors should rely only on the information contained in
a prospectus. Prospective investors should also inform
themselves, and should take appropriate advice, on the
legal requirements and as to the possible tax conse-
quences, foreign exchange restrictions or exchange con-
trol requirements that they may encounter under the
laws of the countries of their citizenship, residence or
domicile and that may be relevant to the subscription,
purchase, holding, exchange, redemption or disposal of
any investments.

The value of investments and income derived thereof
can decrease as well as increase (this may be partly due
to exchange rate fluctuations in investments that have
an exposure to currencies other than the base currency

of the fund). Performance numbers shown are records of
past performance and as such do not guarantee future
performance.

Please note that information and data regarding your
relationship with LGT Capital Partners AG may be trans-
ferred to or accessed by authorized persons at affiliated
companies or select third parties that are located in va-
rious countries, including the United States and Hong
Kong, whose legislation may not provide for the same
standards of data protection as Switzerland does. Such
transfer or access may occur by means of various tech-
nologies, including the use of mobile phones or laptops.
LGT Capital Partners AG will take reasonable steps and
measures to ensure the adequate security and protec-
tion of your information and data.
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