INDUSTRY INITIATIVES, ETHICAL OBJECTIVES, AND REGULATION ARE FURTHER
REASONS FOR INCLUDING ESG CRITERIA

Although investors from all regions reported improved risk-adjusted returns, reduced reputational risk, and
stakeholder concerns as key drivers for including ESG factors in investment decision-making, other topics also play
arole. Investors in certain regions also listed industry initiatives, regulations, and ethical considerations as drivers
of ESG integration.

Industry initiatives, such as UN PRI, were identified by a large proportion of German respondents, whereas
voluntary stewardship codes and ESG disclosure regulations were important to UK and Dutch respondents. This

is not surprising given the strong industry support of the UK and Eumedion Stewardship Codes, introduced in 2010
and 2011, respectively.

Responses from Asian institutional investors reflected the strong representation of Japanese respondents. A large
proportion identified regulation and industry initiatives as key to ESG uptake, which is understandable given the
widespread adoption of the Japanese Stewardship Code introduced in April 2014. By September 2014, 160
institutional investors had signed up to the code, including the majority of the largest institutional investors

in Japan.

Overall, however, regulation was considered the least important motivation for considering ESG.

Chart 15: Respondents selecting industry initiatives Chart 16: Respondents selecting regulation as a dri
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Ethical objectives were most likely to be listed by European respondents as motivating factors. Within this

group, respondents in Germany and the Benelux countries were most concerned by these considerations.

Ethical objectives were also relevant to a large proportion of North American respondents, which includes a
number of endowments and foundations, the majority of which have an explicit policy to employ positive/negative
screening criteria.

Chart 17: Respondents selecting ethical objectives as
adriver of ESG integration (by region)
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ESG EXPECTATIONS IN MANAGER
SELECTION AND MONITORING

We asked respondents about the extent to which they consider ESG factors when selecting, appointing, and
monitoring investment managers.

ESG EXPECTATIONS ACROSS ALTERNATIVE ASSET CLASSES

There is a surprising degree of agreement between investors in private equity, infrastructure and real estate over
the importance of ESG considerations in manager selection and monitoring. Across the three illiquid asset classes,
roughly one-third of respondents (22%-33% depending on asset class) give significant consideration to ESG
factors, with private equity in the clear lead at 33% of all respondents. Less than 20% of investors in each category
said they do not consider ESG factors at all, which shows that ESG considerations have firmly taken root in illiquid
asset classes.

For hedge funds, the picture is more mixed, as 66% of respondents said they consider ESG factors at least to some
extent, while 34% said they do not consider these criteria at all. This is in large part attributable to the additional
complexity of managing ESG risks in hedge funds, as they often pursue strategies that do not readily lend
themselves to ESG assessment.

Chart 18: To what extent does a manager’s ESG approach factor into manager selection?
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INSTITUTIONAL INVESTORS SEEK GREATER ESG UPTAKE FROM MANAGERS

A large majority (65%) of institutional investors who consider ESG criteria in manager selection report that most of
the managers they have reviewed do not incorporate ESG factors into their investment decision-making. This
suggests an unmet demand for managers who can address their ESG expectations.

Increasing interest in the topic is also reflected in the rapid uptake of ESG initiatives, such as the Montreal Carbon
Pledge, the Japanese Stewardship code, and UN PRI. The challenges of ESG implementation lie primarily with
investment managers, but perhaps better collaboration between investors and managers would help the effort. The
opportunities for investment managers embracing ESG criteria are obvious.

Chart 19: Do most investment managers reviewed by respondents
incorporate ESG into investment decision-making?

. Yes
. No




HOW MERCER INTEGRATES ESG FACTORS INTO
MANAGER RESEARCH

Mercer draws a distinction between the financial risks associated with ESG factors and the growth
opportunities in industries that are most directly affected by sustainability challenges.

* ESG integration focuses on risk mitigation at the portfolio level — for example, how managers capture these
intangibles within their current investment framework.

* Allocation to sustainability themes focuses on identifying growth opportunities in sectors and markets that
seek to address sustainable development challenges — for example, how managers capture additional alpha
and beta opportunities.

Mercer has been assigning ESG ratings at the investment-strategy level since 2008. ESG ratings assess the
extent to which asset managers integrate ESG factors and active ownership activities into their investment
decision-making framework. An ESG 1 rating reflects an investment strategy that incorporates ESG factors into
the decision-making process. An ESG 4 rating suggests little to no action by the portfolio manager to integrate
such factors.

The table below summarizes our view on the current state of ESG integration as reflected by Mercer’s ESG
ratings across mainstream alternative investment strategies, and the range of investment strategies available
from a sustainability-themed perspective.

There are now more than 6,000 strategies with a Mercer ESG rating, and they are increasingly being used

by clients as an additional tool for differentiation in the manager selection and review process. Different
approaches exist for clients to incorporate ESG factors. It could mean simply applying a minimum standard for
ESG ratings (for example, an ESG 3 standard, applied either at the individual strategy level or as the average
across a whole portfolio) or could include more structured due diligence and engagement.

Asset class Current state of ESG Availability of sustainability-

integration (distribution of themed strategies
Mercer ESG ratings)

Hedge funds Low Low
Infrastructure High Medium
Private equity Medium/high Low/medium
Property Medium/high Low

Note: Low: <5%; Low/medium: 5%-10%; Medium: 10%-20%; Medium/high: 20%-40%; High: >40%



THE MOST IMPORTANT
ESG ISSUES

In this section, respondents were asked what they considered to be the most essential ESG issues. Respondents
were asked to rank their top-three issues in investment decision-making.

Although the materiality of ESG issues can differ substantially between industries, there was a significant degree of
consensus among respondents when prompted to select which ESG issues were significant.

Issues that were identified as having the potential to materially impact a company’s risk profile as well as financial
performance were viewed as significant, whereas those more commonly associated with ethical investing (for
example, exclusions of tobacco, gambling, alcohol, and adult entertainment) found limited support.




ENVIRONMENTAL ISSUES

Carbon intensity and climate change-related risks stood out among all topics, with near-universal agreement
between respondents. Related in part to climate change, water scarcity was also identified as a significant
environmental issue. Increasingly, institutional investors are publicly identifying climate change as a key long-term
issue that represents risks and opportunities. With initiatives like the Montreal Carbon Pledge, which calls on
investors to measure and set targets for reducing their portfolios’ carbon footprints, institutional investors are
signaling greater interest in managing climate-change risks. We believe that a further factor that contributes to the
wide acceptance of carbon intensity and greenhouse gas emissions is that they are quantifiable and clearly defined,
making tracking and implementing policies easier than for other ESG criteria.

While answers were largely consistent across regions, there were differences on certain issues, such as
environmental degradation and pollution, which found consensus among respondents in Europe and Australia/
New Zealand. Furthermore, Japanese and German investors identified nuclear power as area of concern to them.

The 2011 accident at the Fukushima Daiichi nuclear power plant in Japan has undoubtedly led to a greater focus on
the environmental and social impacts of nuclear power generation among Japanese institutional investors, as more
than three-quarters of Japanese respondents listed nuclear power generation in their top-three ESG issues. Nuclear
power generation was also identified by a majority of German and Swiss respondents, which has historically been a
much debated topic in the German-speaking countries.

Genetically modified organisms were prioritized as a key environmental issue by roughly half of Asian respondents
and the North American endowments and foundations in the sample. Animal welfare did not feature prominently
and was not considered a top priority by respondents.

Chart 20: What environmental issues are most important?
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SOCIAL ISSUES

Human rights, child labor, and the exclusion of companies that produce cluster munitions, anti-personnel
landmines, and other controversial weapons garnered the most support.

Human rights and child labor were consistently identified across regions as key ESG concerns. These issues are
commonly included in norms-based strategies that evaluate companies according to specific standards, such
as the United Nations Global Compact or OECD Guidelines for Multinational Corporations.

Exclusions of controversial weapons are increasingly common among European investors and a growing number
of Australian/New Zealand investors. Such prohibitions may be driven by a range of factors, such as legal
requirements or voluntary codes of practice based on risk management considerations or ethical criteria.

Chart 22: What social issues are most important?
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CORPORATE GOVERNANCE ISSUES

Answers were consistent across regions, with respondents identifying bribery and corruption, board quality, and
transparent accounting practices as their top-three concerns. In addition, political contributions are a topic on the
minds of German investors, in the wake of publications on political funding scandals dating back to the late 1990s,
but less of a concern elsewhere.

Chart 24: What governance issues are most important?
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CURRENT ISSUES
AND OPPORTUNITIES

In this section, respondents were asked for their opinions on the challenges they face in incorporating ESG factors
into investment decision-making and what steps they have taken, or plan to take, to tackle them.

CURRENT ISSUES AND CHALLENGES

Many investors indicated that their current approach to incorporating ESG criteria into manager selection

and monitoring would be significantly improved through greater clarity on techniques and strategies for ESG
incorporation (63%) and best practice standards (46%). Many (60%) also indicated that the further development
and standardization of ESG criteria in manager selection and monitoring would be contingent on greater conviction
of the relevance of ESG issues to investment decision-making.

This suggests a role for organizations that have experience in ESG integration to share their insights on how this
can be done.

Chart 26: For organizations currently incorporating
ESG criteria, what would support further integration?
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We asked the 23 respondents who do not currently consider ESG factors in investment decision-making what could
influence them to introduce ESG criteria. Interestingly, a majority cited a need for best practice standards, whereas
only one-third cited the need for greater conviction in the relevance of ESG issues to investment decision-making.

These findings suggest that a perceived lack of standardized ESG criteria and a lack of understanding about ESG-
related expectations remain the central barrier to integrating ESG into investment decision-making.

Chart 27: For organizations not currently considering ESG
criteria, what would drive a change in their approach?
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LGT CP CASE STUDY

LGT CP has a well-established process for assessing the ESG practices of the private equity and hedge fund
managers with whom it invests. As part of this, its investment teams focus on understanding and documenting
the ESG practices of managers, ensuring that they share LGT CP’s philosophy and commitment to ESG principles.
The assessment results in a score of 1 to 4 (where 1 = excellent) on a number of ESG measures, culminating in an
overall rating for each manager, which is then documented in the firm’s monitoring system.

ESG due diligence process for managers

1. ESG questionnaire > Send LGT CP’s own questionnaire to manager

2. Initial assessment of Perform an initial assessment based on questionnaire answers
answers and supporting documentation

3. Discuss ESG with Clarify manager’s responses to ESG questionnaire and initial
manager assessment (if required)

4. Finalize ESG

. Complete ESG assessment and rate manager (scale of 1-4)
assessment and rating

5. Include in investment

. Use ESG assessment as part of investment recommendation
recommendation

e ,EAchltor and report on > Monitor ESG risk in portfolios and provide reports to investors

those who are still developing ESG practices

AV ARV VANV VAV VS

7. Engage with manager > Identify ESG leaders and offer encouragement and advice to

The work LGT CP has done on the ESG topic over the last several years in private equity and hedge funds has
enabled it to measure managers’ progress on ESG and engage with them accordingly. For example, the 2014
survey of LGT CP’s private equity managers showed that 25% of European managers improved on ESG in the last
12 months, which suggests a deepening commitment to ESG practices in Europe.

The firm’s annual ESG survey of managers enables LGT CP to identify teams that currently rate highly on ESG

and serve as a source of ideas on best practice. At the same time, it has helped to flag managers who need
encouragement and advice on how to start integrating ESG practices in their firms or how to take it to the next
level. On the back of this, the firm has held numerous conversations with managers over the past two years about
their ESG ratings, which has helped to push the bar for ESG higher.

For their part, LGT CP’s investors are able to integrate the findings of our annual ESG survey of managers into
their own risk management processes to gain a better understanding of the long-term ESG risks in their portfolios.
They can also use these results in their own ESG reporting to stakeholders, such as pension fund trustees, UN PRI,
and others who may require it.

25



EXPECTED CHANGES

We asked respondents who currently consider ESG issues in their investment decision-making about plans they
may have for further enhancing their approach. Many respondents in the early stages of adopting responsible
investment principles expect to have a greater focus on ESG criteria in investment decision-making in the future,
and they anticipate greater engagement with managers on the topic. Among those with established processes for
incorporating ESG considerations, a majority state their intent to establish more formal ESG reporting expectations
for their managers.

Despite the relatively low number of signatories to the UN PRI in the sample (25%), only a few view becoming a

UN PRI signatory as a priority over the near term. We believe this shows that ESG has become more hands-on, with
institutional investors prioritizing concrete applications of ESG principles in the context of their core activities, over
a pledge, or publication of their intentions.

Chart 28: For organizations currently incorporating ESG
criteria into investments, what are priorities over the
near-term?

100% A
80% -
60% -
40%

20% - [CARA) 37%

25%
18% 39
% -
Including Providing  Developing  Appointing Joining
ESG detailed an ESG dedicated UNPRI
datain ESG policy ESG

investment reporting statement resources
decisions




CONCLUSIONS

This survey of institutional investors in alternatives was designed to find out how ESG factors are integrated into
investment decision-making and what investors’ priorities are for further development. The 97 survey respondents
in 22 countries are mainly senior investment decision-makers from all types of institutions. When considering the
full range of views on many different aspects of ESG integration, four key conclusions are apparent:

1. ESG factors are actively considered by a large majority of institutions investing in alternative assets. Three-
quarters of respondents incorporate ESG criteria when investing in alternative asset classes. Although
approaches to integration may vary between institutions, such widespread uptake shows that ESG has
taken root among investors in alternative asset classes.

2. Most institutional investors believe that ESG improves risk-adjusted returns. A full 57% of respondents believe
that incorporating ESG criteria has a positive impact on risk-adjusted returns, whereas only 9% think that it
lowers them. The strength of opinion on a positive effect shows there is no longer a serious debate about
whether ESG considerations are likely to help or hinder risk-adjusted returns.

3. Institutional investors generally express interest in ESG from a risk management and reputation perspective.
Issues that have the potential to impact a company’s long-term risk, reputation, or overall performance — such
as carbon intensity, controversial weapons, and bribery and corruption — are viewed as significant to investors.
Meanwhile, issues more commonly associated with traditional ethical investing — such as exclusions for
tobacco, gambling, and alcohol — have limited support among respondents. It shows that ESG analysis has
moved beyond ethical concerns and has firmly found its place as a risk and investment management topic.

4. ESG has seen a rapid expansion in the last few years and is set to gain more ground. More than half of
institutional investors who incorporate ESG criteria into investment decision-making have done so for three
years or less, which suggests rising expectations for investment managers over time. The future trends point
toward more detailed ESG reporting and disclosures from managers. Greater clarity on techniques and
strategies for ESG incorporation would help alternative investors progress more quickly.

Taken together, these insights indicate an even stronger role for ESG considerations in the coming years, as
investors further embed them in their investment decision-making. It also suggests an opportunity for investment
managers who already have ESG processes in place, as institutional investors will likely favor managers who can
accommodate their rising ESG expectations.




IMPORTANT NOTICES

This survey was produced by Mercer LLC and LGT Capital Partners Ltd., and the following disclaimers are

applicable.

Notice from Mercer

References to Mercer shall be construed to include
Mercer LLC and/or its associated companies. This
contains confidential and proprietary information of
Mercer and is intended for the exclusive use of the
parties to whom it was provided by Mercer. Its content
may not be modified, sold, or otherwise provided, in
whole or in part, to any other person or entity, without
Mercer’s prior written permission. The findings, ratings,
and/or opinions expressed herein are the intellectual
property of Mercer and are subject to change without
notice. They are not intended to convey any guarantees
as to the future performance of the investment products,
asset classes, or capital markets discussed. Past
performance does not guarantee future results. Mercer’s
ratings do not constitute individualized investment
advice. Information contained herein has been
obtained from a range of third-party sources. Although
the information is believed to be reliable, Mercer has
not sought to verify it independently. As such, Mercer
makes no representations or warranties as to the
accuracy of the information presented and takes

no responsibility or liability (including for indirect,
consequential, or incidental damages), for any error,
omission, or inaccuracy in the data supplied by any
third party. This does not constitute an offer or a
solicitation of an offer to buy or sell securities,
commodities, and/or any other financial instruments
or products or constitute a solicitation on behalf of

any investment managers, their affiliates, products,

or strategies that Mercer may evaluate or recommend.
For the most recent approved ratings of an investment
strategy, and a fuller explanation of their meanings,
contact your Mercer representative. For Mercer’s
conflict of interest disclosures, contact your

Mercer representative or see
www.mercer.com/conflictsofinterest.

Notice from LGT CP

LGT Capital Partners (“LGT CP”) entities include: LGT
Capital Partners Ltd., LGT Capital Partners (USA) Inc.,
LGT Capital Partners (Ireland) Ltd., LGT Capital Partners
(U.K.) Ltd., LGT Capital Partners (FL) AG, LGT Capital
Partners (Dubai) Ltd., LGT Investment Consulting
(Beijing) Ltd., LGT Capital Partners (Asia-Pacific) Ltd.,
LGT Capital Partners (Japan) Co. Ltd., LGT Capital
Partners (Australia) Pty Ltd., LGT Investment Partners
Ltd., LGT Clerestory LLC, and LGT ILS Partners Ltd.
This information material was produced by LGT CP
with the greatest of care and to the best of its
knowledge and belief. However, LGT CP provides no
guarantee with regard to its content and completeness
and does not accept any liability for losses which might
arise from making use of this information. The opinions
expressed in this. document are those of LGT CP at the
time of writing and are subject to change at any time
without notice. If nothing is indicated to the contrary,
all figures are unaudited. This document is provided
for information purposes only and is for the exclusive
use of the recipient. It does not constitute an offer or

a recommendation to buy or sell financial instruments
or services and does not release the recipient from
exercising his/her own judgment. The recipient isin
particular recommended to check that the information
provided is in line with his/her own circumstances
with regard to any legal, regulatory, tax or other
consequences, if necessary with the help ofa
professional advisor. This document may not be
reproduced either in part or in full without the written
permission of LGT CP. It is expressly not intended

for persons who, due to their nationality or place

of residence, are not permitted access to such
information under local law. Every investment involves
risk, especially with regard to fluctuations in value and
return. Investments in foreign currencies involve

the additional risk that the foreign currency might

lose value against the investor’s reference currency.

It should be noted that historical returns and

financial market scenarios are no guarantee of

future performance.
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