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The purpose of the reo® (responsible engagement overlay)” service is to engage with companies held in
portfolios with a view to promoting the adoption of better environmental, social and governance (ESG)
practices. The reo® approach focuses on enhancing fong-term investment performance by making
companies more commercially successful through safer, cleaner, and more accountable operations that
are better positioned to deal with ESG risks and opportunities. Through a combination of constructive
dialogue and active share voting, ree® works to drive behavioural change with companies, and records
successful autcomes as ‘milestones’ - changes in corporate policies or behaviour foliowing intervention.

Companies engaged 383 milestones achieved by issue
Milestones achieved 36 Envisonmental Standards BB

Countries covered 26 Business Ethics [l
Human Rights

Labour Standards

Public Health

Corporate Goverrance

Soclal and Envirormental iR
aovernance

5 10 15
Companies engaged by country Companies engaged by issue °7
B United Kingdom 25 H Fnvironmental Standards 52
i Continental Europe 102 B Business Ethics 26
North America 161 El Human Rights 5
E Asia (ex Japan) 26 B Labour Standards 10
i Japan 57 #3 Public Health 18
H Other 12 HE Corporate Governance 418
El Social and Environmental
Governance 19
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* fe0” is currently applied to £115.1bn ($154.4bilion { €130.6bilfion) of assets as at 30th September 2017, ** Companies may have been engaged on more than one issue. ™ This report has been
cempited using data supplied by a third-party electrante veting platform provider. The statistics exclude ballots with zeto shares and re-registration meetings. Meetings/baltols proposals are not
consideced voled if: ballots have been rejected by voting intermediaries (.0. where necessary docurnentation (such as Pawers of Attomey, beneficial owner confiimation, elc) was not in place);
instructed as “Do not vate™ (&.q. in share-blacking markets); or feft uniastructed. This document s for professional advisors only and should not be dirculated to other investors. Past performance
should not be seen as anindication of future Ee nimance. Stock market and cwrency moveiments mean the value of, andincome from, investments in the Fund are not guaranteed. They can go
down as well as up and you may not gat ack the ameount you Invest. © 2015 BMO Global Asset Management. All fights reserved. BMO Global Asset Management is 3 rading name of F&C
Management Limited, which is authorised and regulated by the Financial Conduct Authority.
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Background

The Principles for Responsible Investment held a well-attended annual PREin
Person conference 25-27 September in Berlin, hosting close to a thousand
responsible investment professionals from across the globe. The conclusion to
the German election, which coincided with the kick-off of the conference,
provided a stimulating backdrop to a dense program covaring a wide spectrum
of sustainability themes.

The number of attendees and quality of discussion was a good reflection of the
increasing demand and strong momentum we currently see in the responsible
investment space. However, the complexity and systemic nature of many of the
issues, ranging from climate change to social inequality {o the future of work,
were also a sobering reminder of the encrmous challenges ahead and the -
speedy progress required to address them.

Koy takeaways from the conference

Systemic challenges require system-level solutions

In fine with the PRI's broad strategic aim of supporting a sustainable global
financial system, there was a focus on tackling big topics, such as growing
inequality, social cohesion and the impact of populism, as well as the ever-
present context of climate change. Mervyn King's, former Governor of the Bank
of England, famous quote was invoked on more than one occasion: we are
indeed ‘entering a period of radical uncertainty’. However, whilst there was broad
agreement that we are focusing on the right questions, there was a more mixed
picture as to whether we are developing rapidly enough the concrete tools and
guidance that will bring us to the answers.

Representatives from the European Commission's initiative, the High Level
Expert Group on Sustainable Finance, provided updates focusing specifically on
incorporating ESG considerations into the concept of fiduciary duty. The PRI's
recently-released series of reports on Fiduciary Duty in the 21% Century' offers
in this context a helpful overview, highlighting the need for further progress to
amend the notion of fiduciary duty in order to promote the integration of long-
term investment value drivers In investment practice.

1 See hitps:/fwvw.unpri.org/page/fiduciary-duty-in-the-21st-century
R
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SDGs and impact investment are in vogue

Much discussion revolved around the potential of the
Sustainable Davelopment Goals (SDGs) to provide a
globally consistent framework for investors to capture key
sustainability issues. While the comprehensivensss of the
SDGs offers the potential of a single overarching framework,
significant scepticism still exists as to how the 17 goals
underpinned by 169 targets can be operationalised. Since
their launch in 2015 many investors, BMO included, have
begun to map SDGs against portfolios and started to report
on how this could inform the development of investment
strategies. A Dutch initiative led by pension managers APG
and PGGM has published a taxonomy to provide guidance
on what type of investments could qualify as sustainable
development investments®,

“The financial sector has yet to swallow
the alarm clock.”

Christiana Figueras, former
Executive Secretary of the UNFCCC

Closely related to the SDG theme is the question of
measuring the impact of responsible investment. Arguably
this is one of the more fundamental challenges, as without
comprehensive and credible methodologies to measure
impact, the financial sector will be hard-pressed to
demonstrate that it is able to allocate sufficient capital to
address the systemic issues reflected in the SDG
framework. While the demand for impact investment
solutions is steadily increasing, the industry is still some time
away from having developed concepts and tools that would
help to accelerate a mainstreaming of this approach. On the
point of impact and capital allocation, former Executive
Secretary to the United Nations Climate Change Convention
Christiana Figueres threw down a gauntlet to attendees by
challenging them to commit to putting 1% of their assets into
clean energy or clean tech by 2020.

ESG integration - solid progress hut still waiting for real
hreakthroughs

Likewise, panel discussions on ESG integration indicated a
mixed picture. On a positive note, asset managers and
owners raported on real step changes in expanding ESG

? Ses hitps/iwww.apg.nlfenfpublication/SD1%20Taxonomies/918
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considerations into standard investment processes over the
past years. There are also ample examples of ESG-driven
capital reallocation - including green bonds, social impact
investments as well as the exclusions of carbon-intensive
assets like coal. Yet, despite these success storigs, ata
more fundamental level integration has yet to prove that it is
effective in strengthening the resilience and ability of the
financial system to shape the key sustainability challenges
going forward. Evidence of true scale, speed and impact is
still outstanding.

An update on the recommendations from the Financial
Stability Board's Task Force for Climate-related Financial
Disclosures (TCFD) provided a good case in point of
possible approaches to overcome the disconnect between
corporate issuers and capital markets when it comes to
finding solutions to climate change. The next three years will
show to what extent the TCFD guidelines will be established
as a de facto reporting standard fo enhance climate risk
management among investors and companies in carbon-
intensive sectors.

Consclous efforts to highlight the S in ESG

Given the intense focus in the responsible investment
community on ¢limate change, the conference also
successhully tackied fundamental social questions, such as
labour standards and human rights, as well as emerging
themes like cybersecurity risks.

Discussions highlighted important interrelations between
climate change and social questions reflected in the concept
of a 'just energy transition’. While mitigating runaway climate
change is certalnly a priority, investors need to become
more aware that any transition to a lower-carbon world is not
only about identifying opportunities, but also about mitigating
the negative consequences for people affected by the
transition, particularly in energy-related sectors,

A fascinating session on technology and responsible labour
practices broadened the scope to shine light on the likely
transformations that automation will bring to the future of
work. The panel involved the participation of a Tesla
employee giving a candid assessment of labour-related
challenges in a fast growing and disruptive technology
company. Important questions were raised in relation to the
possible job displacements affecting particularly lower-
skilled labour, The responsible investment community is only
just beginning to grapple with the question of how to mitigate
the negative disruptions associated with automation, and
how to close the skill gaps between sectors experiencing job
losses and others that are yet to emerge as new
technologies take hold.

o
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The clock is ticking...

Allin all this year's PRI in Person provided plenty of
encouragement, showing many areas of real progress in the
responsible investment industry. There is evidence of
increased resources, management attention and the
momentum of travel has definitely picked up. Yet despite the
air of optimism, the conference also offered a stark reminder
that the real-world risks of climate change as well as social
and political upheaval threaten to outrun this momentum.
Christiana Figueres’ warning that the financial sector "has yet
to swatlow the alarm clock” was well-taken during her
keynote speech. Time is at a premium. The capital
reallocation required to help address the most pressing
systemic ESG issues underpinning the global economy
needs to happen fast. They need to show real impactina
matter of years, not decades.

How can BMO help?

BMO has a range of appreaches that can help clients to
address climate change risks and opportunities in their
portfolios.

Wao offer an engagement service, reo, which can be
applied as an overlay to any existing equities or bonds
portfolios. Within this, we are running a multi-year
engagement programme focused on climate risk, asking
companies to develop and disclose strategies on climate
transition, in line with the Taskforce recommendations.

Our Responsible Funds range have a comprehensive
sirategy which sets out how they support the transition to
a low-carbon global econemy, including divestment of
companies with fossil fuel reserves, positive investment
in solutions, engagement, and carbon footprinting.

We also run green bonds mandates for clients,
investing in a carefully-screened selection of bonds
where revenues are directed towards climate and
environmental solutions, so allowing clients to direct
capital directly toward the low-carbon transition.

Contact us to find out more.
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Views and opinions have been arrived at by BMO Global Asset Management
and should not be considered to be a recommendation or solicitation to buy or
sell any companies that may be mentioned.

The information, opinions, estimates or forecasts contained in this document
were obtained from sources reasonably believed to be reliable and are subject to
change at any time.

Summary

+ The infroduction of restricted share awards (RSAs) to reward executives at
UK companies looks appealing in theory, with a promised reduction in the
overall levels of pay (quantum), closer alignment with shareholders and
simplification of remuneration policies.

»  Yetproposed RSA schemes have received a mixed reception from
Investors, with several drawing high levels of dissent or being withdrawn
altogether.

+ OQOurassessment is that, in practice, the current implementation of RSAs has
achieved few of its intended goals and made pay structures worse in some
cases.

+ However, we do not think that all is lost and suggest several elements that
we belisve would make a positive contribution to future RSA plans. This
style of scheme is developing quickly and final conclusions remain to be
drawn.

Background

For several years, the battle fines have been drawn between investors and
companies on executive remuneration. For every well intenticned guideline that
added to the increasing layers of existing pay guidance, concerns from
companies regarding complexity and a cumbersome one-size-fits-all approach
have grown louder and louder. Meanwhile, year-on-year, pay has continued fo
rise and both companies and investors have felt the wrath of the media and
public sentiment.

The independent Executive Remuneration Working Group (ERWG) was
established by the Investment Association (the trade body for UK investment
managers) in late 2015 with the aim of assessing whether current pay structures
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are fit for purpose and what can be done to improve the
situation. The ERWG produced several recommendations in
its fina! report, including improvements to transparency and
stakeholder engagement, but the most provocative was the
endorsement in its report of RSAs.

This challenged decades of conventional thinking on pay in
the UK, and came from a place of growing frustration with
the status quo. Following these findings, several companies
who were equally frustrated with their conventional pay
schemes seized the opportunity to introduce the use of
RSAs. But this enthusiasm bypassed many of their
shareholders, unconvinced that such a dramatic shift from
the norm was appropriate for all companies.

What are RSAs?

Since the 1995 Greenbury Report, which was set up to
examine concerns over rapidly increasing exscutive pay,
there has been an expectation amongst investars that share
awards should be granted with performance conditions
attached. These determine the level of award that vests. As
institutional investor guidance on pay reinforced this view,
this resulted in most UK companies having a long-term
Incentive plan {LTIP) structure, where share awards are
granted with pre-set financial targets measured over a three-
year period, which are then released fo participants In
proportion to the leve! of performance achieved. The
resulting one-size-fits-all LTIP madel, and efforls by
companies fo adapt it to their own business model, was
criticised by the ERWG as making pay more complex and
less aligned to shareholders' experience.

The Working Group believes that there is a need to
recognise that the current LTIP system does not
accommodate the vartety of needs of the broad range
of companies which operate within it. There needs to
be more acknowledgement that all companies are
different and will need different remuneration
structures to recognise their particular business
context.

Executive Remuneration Working Group Final Report, 2016

The report suggested that new models should be explored -
first in line being RSAs. With RSAs no pre-set parformance
conditions are applied. Instead, a set number of shares are
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simply awarded that vest after a fixed period of time. The
intention is that by using RSAs to reward executives, the
total value (quantum) of awards will be reduced by
increasing the certainty of pay-out; there will be closer
alignment with shareholders by simply tracking the share
price rather than a range of metrics; and the structure will be
simpler and therefore better understood by all.

Sound in theory, mixed resuits In practice

Despite support from the respected ERWG, the
implementation of RSAs has been far from smooth. This
Viewpoint assesses the 'first wave' of RSA proposals in the
UK since the formation of the ERWG until the summer of
2017. This includes eight UK companies that introduced, or
attempted to introduce, RSAs into their pay structures in
2016 and 2017. The majority have received a high level of
dissent at the shareholder meeting, with some having been
withdrawn prior to the mesting.

Table 1. Vote results for companies proposing RSAs

Company i Défe Quicome*
AVEVA {AVV) July 2017 | Withdrawn
Aggreko (AGK) April 2017 | Withdrawn
Kenmars Resources (KMR) | May 2017 | 8% dissent
mKingfisher(KGF) June 2016 | 6% dissent
“Pets at Home {PETS) July 2017 | 15% dissent
Premler Ol (PMO) May 2017 | 31% dissent
" Royat Bank of Scotland (RES) | May 2017 | 4% dissent
Weir (WEIR) o April 2016 | 73% dissent
(falled)

Note: "dissent’ Is defined aé ;vlo!es netin favour of a pféposal {against &
abstain}

Source: BMO Global Asset Management

Our view has long been that share awards with appropriate
and challenging performance targets are the preferred way
of rewarding executives in the long term. Whilst we are keen
to address the current challenges faced in executive pay,
some of the drivers and justification provided by companies
in the examples have led to us to not support the RSA
proposals at recent shareholder meetings.

Here we discuss our principal concerns with each argument
proposed in favour of the RSA structure, and the criteria that
we would like to see implemented in future proposals. We
belleve that whilst the initial introduction of RSAs had its
challenges, all is not lost.

“RSAs lead to a redustion in quantum”

One of the main arguments put forward in favour of RSAs is
that the size of granted awards can be substantially
reduced, due to the increase in certainty that results from
removal of multi-year financial targets.

s
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Against a backdrop of continuing pressure to reduce the
auantum of executive pay from a variety of stakeholders, the
adoption of RSAs can be a more palatable methad for
companies to achieve this as it offers participants the quid-
pro quo of reducing maximum potential pay-outs but also
increasing the certainty of pay-out occurring.

Introducing a restricted share plan addresses the
continuing debate surrounding overall levels of
Executive remuneration head on, as [it]... would
reduce the maximum value of our Executive Directors’
long-term incenlive oppertunity by 40% of salary in
face value terms.

AVEVA ple, Annual Report 2017

An examination across aur sample confims that in nearly
every instance fhere was a decline in the face value of
potential total variable pay. The average decrease was 23%.
When examined on a like-for-like basis {the value of new
RSAs against the value of sacrificed LTIP awards) this
discount is 46%.

Graph 1. Old vs new - face value of varfable pay at grant
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* Either rejected or withdrawn

Source: BMO Global Asset Management

Howsver, despite a decline in the headline rate of pay, the
actual pay-out executives received would be higher under
the RSA regime. To illustrate this point, we look at how a
switch to RSAs infiuences the value of awards when they
actually pay out, rather than their face value at grant which
tells a different story. We have conducted a hypothetical
exerclse comparing the vesting of actual LTIP awards
granted in 2014 for companies within our sample against
simulated RSAs over the same three-year period. This was
calculated by applying the applicable like-for-like discount on
grant size to each case.
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Graph 2. Value of actual 2014 LTIP vesting vs. simulated
RSA
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As demonstrated, even when the like-for-like discount is
applied, there is a substantial increase in the resulting pay-
out for companies in all instances. The lack of vesting under
the actual 2014 LTIP awards was due to the companies not
meeting set performance conditions. By comparison, the
simulated RSA awards do not take performance into
account outside of movements in the share price, hence the
higher pay-outs.

Secondly, we note that when the realities of how participants
value awards are considered, there is no real reduction in
guantum to compensate for the significantly increased
certainty of payout. It is well established that participants
already apply a substantial discount to the present value of
equity awards to at best half of their face value at grant due
to the multi-year performance targets attached and the
requirement to walt for up to five years before they are
released.

Executives typically discount at around 30% per
annum — this is the econamics of ‘eat, drink and be
merry, for tomorrow we may die’.

PwC, Making executive pay work.
The psychology of incentives, 2012

Af most the current like-for-like average discount rate of 46%
matches what participants were already assuming to be the
case, meaning that no real reduction has been achieved.

Finally it is worth abserving that, amongst our sample, the
adoption of RSAs generally occurred at a time when the
share price of the companies in question were relatively
depressed. Our analysis has shown that the eight
companias' share price all underperformad the
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FTSE All-Share benchmark index since the start of 2014. In
the case of Pramier Oll and Kenmare Resources — by more
than 80 percentage points,

Under the UK pay regime, the size of awards is calculated
using an intended face value, normally expressed as a
percentage of salary. At the time of grant this figure is then
divided by the share price in order to determine the number
of share awards allocated. When the share price is at
historically low levals this can lead to a substantial increase
in the number of awards actually being granted, all being at
a time when the value of each share has substantial
potenfial up-side.

Table 2. Nustration of share price influence on number
of awards granted at Premler Oil

Source: BMC Global Asset Management.

Established best practice dictates that if there has been a
substantial decrease in share price then companies should
consider granting lower awards to reflect the increased
number of awards; howaver, this logic does not appear to
have been applied in any instances across our sample.

“RSAs create better alignment with shareholders”

An argument that companies often make when diverging
from the traditional LTIP structure is that it frees them from
the challenge of setting three-year targets.

The restricted share alternative was seen as a healpful
option by companies who, due to the nature of their
husiness, find it difficult fo set meaningful long-term

targets under an LTIP structure.

Executive Remuneration Working Group
Final Report, 2018

Date Face Value | Share price Number of
awards -

27Feb 14 | £442,000 | £3.03 145,888

27Feb 15 | £442,000 | £1.63(-46%) | 271,165 (+86%)

This can be due to several different reasons: future
uncertainty within the market, lack of internal projections or
just an inability to distil complex company performance down
into a few metrics. Companies argue that targets set prior to
grant can become misalignad with the state of business by
two years into the three-year life of awards, making them no
longer effective at incentivising or rewarding the delivery of
results. By contrast, the adoption of restricted shares is
appealing as the challenge of setting such targets is avoided

BMO €1 Global Assot Managemont

all together, with shareholder alignment achieved not
through focusing on performance metrics but rather aligning
with outcomes reflected in movements in the share price.

This begs the question, are the outcomes of using RSAs
more alighed with shareholders’ experience than
conventional LTIPs? As already shown in Graph 2, the [evel
of pay-out is substantially greater for RSAs across the board
when compared to conventional LTHPs in case of lower than
expected company performance. In the table below we put
this with the context of the shareholder experience
(measured by share price performance) and relative
company performance {using industry index performance)
over that period.

Table 3. Vesting values and shareholder alignment

| 2014 | Simulated | Share | FTSE
LTiP 2014 RSA | price Industry
Vested value perform- | index
Value {000s) ance perform-
{'000s) over ance
roview
period
AVEVA _.‘.‘0 £328 74.47% 809%
Aggrgko £0 £305 -45.6% 16.7%
Kenmare £103 £412 4.1% -11.9%
Resources
E(__ingﬁsher £139 £408 -21.7% -11.8%
Pets at £0 £82 -75.8% -20.0%
Homeﬁ -
Premier Qil | £924 £1,427 -5.6% -26.6%
Royal Bank | £0 £67 -27.1% 18.2%
of Scotland

Source: BMO Giobal'ArsﬁsEai Managemem
When compared to both absolute and relative share price
performance, most of the companies in our sample have
performed poorly over the three years examined. Under the
basic principle that only performance should be rewarded, it
therefore seems counter-infuitive that by switching to RSAs,
and the substantial increase in pay-cut that results, this is
increasing alignment with shareholders, when they have
experiencad only pain.

It should also be noted that alihough RSAs are structured to
have their value closely track movements in the share price,
this does not mean that it necessarily tracks with the
performance of management. A very substantial proportion
of long-term share price performance is driven by overall
market movement. RSAs will therefore reward or penalise
executives for factors entirely outside their control.
Confidence in management and the delivery of financial
results do influence movemenits in the share price, but so do
many other factors such as economic outlook, currency
movements and M&A speculation, all of which are beyond
the control of management. Likewise, there can be

T
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instances in an economic down-cycle where the efforts and
positive results of management do little to counter-act the
overwhelming pessimism of the market.

“RSAs are simpler”

The final part of the case for restricted shares is that with no
performance tests attached and only time restrictions
applying, they are themselves simple and, in turn, have a
simplifying effect on remuneration policies. There has been
a call for greater simplification over recent years in response
to the increasingly complex remuneration structures found at
blue-chin companies, Following years of additions and
tweaking the resulting arrangements are often so
complicated that they are not clearly understood by either
participants or investors, making them much less effective at
incentivising performance.

Out of all of the arguments presented, we consider that this
one is the strongest. Howaver, as has beenthe case ata
number of the companies considered, RSAs have been
added into the basket of existing ptans that make up total
pay, alongside an annual bonus plan and conventional
performance based LTIP, rather than in replacement. In
turn, this made these policies more complicated, rather than
less, which somewhat dilutes the impact that RSAs can
offer.

Conclusion and next steps

The above analysis points to several potential pitfalls for
companies introducing RSA awards, including increased
complexity and higher pay for poor parformance. We have
generally not been supportive of the RSA awards introduced
to date. However, we are keeping an open mind to future
proposals from companies and as our thought process has
developed, believe the following features will make the
adoption of RSA awards more palatable:

s A credible Remuneration Committee

Before the details of the scheme are considered, given the
nature of the awards we will consider if the behaviour of the
committee can be clearly shown o benefit shareholders.

+ Atangible performance underpin

Financial reward for failure must be avoided at listed
companies to stop the reputation of the market worsening.
The remuneration committee needs to avoid the situation
where directors receive substantial pay-outs on RSA awards
when shareholders have suffered losses over the same
peried. The addition of a performance underpin should be
introduced to prevent this situation from occurring. We
accept that this underpin Is a form of performance condition
and therefore counter to the philosophy of RSAs. However,
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we would expect participating directors to understand the
potential reputational damage that could be inflicted by RSA
awards paying out in full to board members that have not
dafivered share price growth. An underpin that uses a
relative total shareholder return (TSR} performance
comparator group could be a way of rewarding performance
against peers and best capture true performance during
economic cycles. With referance to Table 3, the payouts for
RSAs in many of these situations where we argue they
would be unjustified would be avoided with this feature in
place. We would also consider underpins linked to the
strategic direction or financial health of the company.

« Remuneration Committee discretion

We value the ability of the remuneration committees to
reduce awards if the shareholder experience has been poor.
This is all the more important given that share prices, and
therefore the value of RSAs, can often be beyond the
control of management.

«  Reduction in award size

To take account of the increased certainty of vesting, we
consider a minimum reduction of 50% in award size when
compared to current long-term incentive awards to be
appropriate. At the same time this should notbe seen as a
ceiling, with greater discounts encouraged to counter-
balance less stringent requirements elsewhere.

s«  Future award size

To avoid a situation where the company's share price is
significantly depressed and there is the possibility that this
could resultin an unusually large number of shares being
awarded, the remuneration committee should be prepared to
further reduce the award size where appropriate.

+ Holding periods of at least five years

To encourage the long-term holding of company shares, we
consider a five-year holding period to be an appropriate
starting point. We believe that this will reduce temptation for
short-term financiat gain.

+  Post retirement holding

To encourage a long-term values to be instilled in a
director's minds, we are supportive of a percentage of the
individual's shareholding to be held beyond refirement for at
least two years.

+« Clawback/Malus

We support the principle of clawback and malus as defined
by the Investment Assaciation and consider it appropriate for
these provisions to potentially apply to RSA awards.

A
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Many of the above features are already mainstream
expectations for traditional long-term incentive plans and we
are keen to see these continue being used. We will need to
carefully consider the specifics of the situation for companies
going forward so that directors can be sufficiently held to
account for poor performance.

The debate continues fo evolve and be refevant as we have
already seen the next generation of RSA proposals coming
through. From early indications of these we are supportive of
the direction of travel (with some of our recommendations
included in recent proposals at Pets at Home and
Hargreaves Lansdown), but we remain wary of the
unintended conseguences and potential misuse of the
structure as outlined in this papear.

How can BMO Global Asset Management help?

BMO Global Asset Management has a range of approaches
that can help clients to address climate change risks and
opportunities in their portfolios.

«  We offer an engagement service, reo® which can be
applied as an overlay to any existing equities or bonds
portfolios. Within this, we are running a multi-year
engagement programme focused on climate risk, asking
companies to develtop and disclose strategies on climate
{ransition, in line with the Taskforce recommendations.

¢ Our Responsible Funds range have a comprehensive
strategy which seis out how they support the transition to
a low-carbon global economy, including divestment of
companies with fossil fuel reserves, positive investment
in solutions, engagement, and carbon footprinting.

« We also run green bonds mandates for clients,
investing in a carefully-screened selection of bonds
where revenues are directed towards climate and
environmental solutions, so allowing clients to direct
capital directly toward the low-carbon transition.

Contact us to find out more.
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Views and opinions have been arrived at by BMO Global Asset Management
and should not be considered to be a recommendation or solicitation to buy or
sell any companies that may be mentioned.

The information, opinions, estimates or forecasts contained in this document
were obtained from sources reasonably believed to be reliable and are subject to
change at any time.

Summary

L

We believe that considering environmental, social and governance (ESG)
issues in investments makes sound financial sense, as well as being the
right thing to do: this view is increasingly backed up by research and
evidence.

Numerous studies find a link between company-level environmental, social
and governance (ESG) performance and their financial and operational
performance; in particular, there is evidence that taking ESG inte account
can help to protect against volatility and downside risk.

Companies with strong ESG credentials can also present opportunities. We
find that strong ESG performance can be a signal for quality, which can
support stock selection.

Looking at the track record of socially responsible investing (SRI) funds in
practice, although some market conditions may see them deviate from
mainstream benchmarks, the evidence shows that SRI portfolios have
performed in line with mainstream peers over the long term, and may have
superior risk characteristics.

ESG momentum matters; and promising new research shows how investor
engagement can lead to positive ESG momentum and financial
outperformance.
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Background

Whan ethical funds were in their infancy, a common
assumplion was that funds which incorporate ESG
characteristics, and in particular those with a strict ethical
screen applied, must necessarily involve a trade-off with
performance.

But over time, the debate about performance has turned on
its head. Increasingly, investors recognise the potential
financial materiality of issues such as corporate governance,
labour management and environmental performance — and
history is littered with examples of companies who have
neglected these issues and paid the financial price.
Furthermore, sustainability megatrends such as the low-
carbon energy transition, demographic change and more
Informed consumerism offer opportunities for companies
that can tap into these trends and provide solutions.

As this understanding has grown, the question more
commonly now being asked is whether investars can
generate ‘ESG alpha” in other words, ¢can looking at ESG
factors as part of an integrated analysis of companies

produce better-quality investment decisions that enkance
long-term fund performance?

In this paper we provide a summary of what we view as
some of the leading academic and industry research on
these questions, and comment on how their findings fit with
BMO Global Asset Management's three decades of
experience in running ESG funds.

Research consensus points to a positive ESG/
performance link at company level — with reduced risk
and volatllity a key driver

The relationship between company-level ESG and financial
performance has been extensively researched, with several
hundred studies on the subject. Whilst earlier research
suffers particularly from the data issues outlined below,
more recent studies have the benefit of a longer run of data
covering a wider universe of companies.

Given the volume of evidence, meta-studies or literature
reviews are a good starting point to identify where the
current consensus lies. These point to a significant weight of
evidence in favour of a positive relationship between ESG
and company performance.

Data and methodological questions

bond-only issuers.

not directly comparable.

include:

potential pitfalls.

The biggest challenge in this area of research Is the availahility of consistent, high-guality, long-term data on company
ESG performance. ESG data providers such as MSCI, SustainAlytics, FTSE Russell and Vigeo Eiris have revised their
methodologies over time, and have had to find ways to deal with patchy corporate disclosure, filling the gaps with various
estimation techniques. There is little consistency between these providers, with low correlation between their ESG ratings
of specific companies!. Coverage is also a problem area, particularly when it comes to small-cap, emerging markets, and

At the portiolio level, there are different definitions of SRI or ESG indices and funds, meaning that different approaches are

The other variable is the definition of performance. Some studies focus on business performance metrics such as cashflow
or revenues: others look at market performance indicators including share price performance, volatility, and credit risk,

Once data issues are understood, the question turns to the quality of the research methodelogy. Issues to be wary of

e Mistaking correlation for causation: Establishing that there is a relationship between ESG and performance -
does not necassarily prove that one causes the other. Company-level ESG parformance may be linked to some
ofher third factor that actually accounts for the performance differential. For instance, ESG data tends to favour
large companies due to their better public disclosure; studies that fail to correct for this bias may produce
misleading results. Another possibility is that companies with good financial performance may be able to afford
better CSR teams and reporting, which would mean the causation is reversed.

« Data-mining: Researchers keen to prove — or disprove — a particular hypothesis on ESG and performance may
keep testing the data In different ways until something apparently significant is found.

s Publication bias: Researchers who are allied with one particular point of view may simply decide not to publish
results that fail to back up this view. This bias is, by definition, particularly hard to avoid.

In this review, we highlight research we believe to have a robust underlying methodology, taking into account these

1See, for instance, ‘Causeway's observations on environmental, social, governance investing and ratings’ Causeway {2017).
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+ The most comprehensive meta-analysis we have
identified is Friede, Busch & Bassen (2015)?, which
uses other meta-analysis papers to identify over 2,200
underlying empirical studies on the link between ESG
and corporate financial performance. It finds that 80%
show a non-negative relationship, with a large majority
showing a positive relationship.

¢ Deutsche Bank (2012) looked at over 100 academic
studies on the links between ESG characteristics and
financial performance. It found that 89% show that
companies with high ratings for ESG factors exhibit
market-based outperformance; while 85% show
accounting-based oulperformance; and 100% show a
lower cost of capital in terms of debt (loans and bonds)
and equity.

¢ A study by University of Oxford and Arabesque
{2015)* finds a similar pattern. Looking at over 180
studies it found that 88% of reviewed sources show
companies with strong sustainability practices
demonstrate better operational performance, which
ultimately translates into cashflows; and 80% show that
strong sustainabllity practices have a positive infiuence
on investment parformance.

s The University of Cambridge Institute for
Sustainability Leadership {2014)8 is particulary worth
noting as it points out many of the methodological
pitfalls in this area of research outlined above. With that
in mind, they select a small number of the most robust
studies, citing four in particular that find that poor
performance on ESG factors can be assoclated with
higher votatility and/or higher cost of capital. They
conclude that environmental and social factors have a
stronger performance link than corporate governance
indicators.

Turning from these meta-analyses to individual studies,
Khan, Serafeim & Yoon {2015)% is notable for taking a
systematic and robust approach to scoring company-level
ESG performance. Ratier than taking the ESG data
provider ratings as given, they use methodology from the
Sustainable Accounting Standards Board to identify only the
most material ESG issues, defined on a industry-by-industry
basis. They also control for a range of other variables such

 Gunnar Friede, Timo Busch & Alexander Bassen (2015), 'ESG and financial
performance: aggragated evidence from mare than 200¢ empirical studies’,
Journal of Sustainable Finance and Investment (2015)

3 ‘gugtainable Investing: Establishing long-term performance and vaiue’,
Ceutsche Bank Group (2012}

* 'From the stockholder to the stakehelder, University of Oxford and
Arabesque Partners (2015)

£ The Value of Responsible Investment, Cambridge Institute for Sustainability
Leadership (2014)
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as size, profitability and ownership in order to make the ESG
signal as pure as possible. They find that companies scoring
well on these material rigk factors generate up to a 6%
annualised alpha performance. But they warn that focusing
on immaterial factors — the *noise” of sustainability reporting
— appears to detract from performance.

Individual study: Stock returns vs performance on matetial /
immaterial factors

Stack Retuens (in annuatized alpha} by Type of
sustalnabltity Performance

HIGH

Performance on
NATERIAL faclens

Lew

oW HIGH

Performanie 00
HAMATERLAL Factors

Source: Khan, Serafeim & Yoon (2015)

Hoepner ot al (20117 draws out the relationship between
£SG and risk, with a focus on environmental management.
The paper splits companies into hypothetical portfolics
according to the quality of their environmental management
and, looking at worst-case losses across these partfolios,
finds that the portfolio of highly-rated companies protects the
investor best against downside losses in value.

Bank of America Merrill Lynch (20178 identifies a similar
relationship. It ranks companies into five groups on the basis
of their ESG score in the years 2005-2010, and finds that
those in the top fifth experienced the lowest volatility in
earnings per share of 32%?° in the subsequent five years
{2010-2015), whilst those in the lowest fifth experienced the
highest volatility at 92%.

While many papers focus on equities, the link between ESG
and downside risk Is of great relevance to fixed income.
Barclays (2016)" gives evidence on the links between
credit and fixed income, with a particularly interesting finding
being that issuers with strong governance performance have
experienced less credit downgrades.

8 Khan, Mozaffar N., George Serafeim and Aaron Yoon, “Carporate
Sustainability; First Evidence on Materiality”. Harvard

7 Does Pension Funds’ Fiduciary Duty Prohibit the Integration of
Environmental Responsibility Criteria in Investment Processes?: A Realislic
Prudent Investment Test, Hopener, Rezec & Siegl (2011)

8£83 Part |I: A Dseper Dive', Bank of America Merli Lynch (2017)
9 Median change in EPS {earnings per share) volatility in 2010-2015
1015y stainable Investing and Bond Returns’, Barclays (2016)
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412-month rolling downgrade notch rates for bonds with high and low Governance scores
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Emphasising the positive = ESG as a source of alpha

The case for using ESG factors to support risk management
looks strong. But can it also generate investment
opportunities? We believe the answer is yes — and that there
are two ways this can play out.

First, our own experience in analysing stocks for our
Responsible Funds range is that, consistent with some of
the evidence cited above, strong company-level ESG
performance often acts as a signal of a good-quality
company. In other words, companies that manage their
environmental risks, look after their staff, and have solid
corporate governance tend to deliver on traditional ‘quality’
indicators such as low earnings variability and high refurn on
invested capital.

MSCi (2018)'" analyse the refationship between ESG data
and investment quality and find a statistically significant
positive correlation. Where the underlying investment
process involves the identification of quality companies,
therefore, the process of ESG research should support this
aim. Care of course has to be taken not to ‘double-count’ the
ESG signal given the close correlations with other factors
(multicollinearity), particularly where it is feeding into
quantitative processes.

The second way in which ESG faclors can support alpha
generation is through identifying companies whose fufure
revenue streams will benefit from providing solutions to
sustainability challenges. We see the Sustainable
Development Goals (SDGs}), develaped by the United
Nations and supported by 193 governments, as a framework
for describing these opportunities.

" 'pastor investing and ESG integration’, MSCI {2016)

12 'Better Business, Retter World’, Business & Sustainable Davelopment
Commission {2017)
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According to the Business and Sustainable Development
Commission (2017)2, achieving the SDGs could open up
an estimated $12 trillion in market opportunities across food
and agriculture, cities, energy and materials, and health and
well-being. Funds with a positive thematic or impact focus
are well-placed to identify companies that are positioned to
move into these growth markets.

In understanding how these posilive factors may link to
performance, evidence from unlisted asset classes is useful
as there is a longer history of impact-orientated funds to
draw on. The Global Impact Investing Network {2017)1®
has published a review on the financial performance of
impact investments. Within private equity, for instance, it
cites the GIIN / Cambridge Associates benchmark, which
tracks 71 funds; since inception these have delivered an
aggregate net [RR of 5.8%. As is typical in this asset class
there is a wide range, with those at the higher end
comfortably competing with conventional private equity.

SRI funds hold their own on performance, even where
there are exclusions

The performance of SR or exclusion-based funds has also
been the subject of significant research. These type of funds
tend to exclude 'sin stocks’ {tobacco, alcohol etc) as well as
poor ESG parformers, so reducing the overall investment
universe. According to conventional asset management
theory (Markowitz (1952)14), diversification reduces risk —
meaning that anything which restricts the investable
universe is, in theory, negative from a portfolio construction
point of view.

1343|IN Perapectives: Evidence on the financial performance of impact
investmenis’, GIIN {2017}
14 ‘Portfelio Selection’, Harry Markowitz, Journal of Finance (1952}
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However, more recent studies such as Garz et al (2002)'8
have pointed out that in practice, all fundamental fund
managers apply some form of screening — on factors such
as size or liquidity — in order to get to a manageable shorilist
of stocks to research. Additionally, the ESG screening
process itself may add investment-relsvant information
which ultimately improves the stock selection decision, for all
the reasons detailed above (see, forinstance, Renneboog
et al (2008)'),

Several papers look at how these potentially competing
factors have played out in practice.

+ Morgan Stanley (2015)"7 took over 10,0600 US mutual
funds and divided these into sustainable and
mainstream funds. They found that sustainable equity
mutual funds had equal or higher median returns, and
equatl or lower median volatility for 64% of the periods
examined over the last seven years, compared with
their mainstream peers.

s Similarly, Carleton (2015)'® looks at Canadian mutual
funds and splits them into SRI and mainstream. It finds
no systematic performance difference, but superior risk
parformance for the SRI funds (measured by Sharpe
and Sortino ratios).

¢ Gil-Bazo et al (2008)' consider a different angle — the
characteristics of the fund management firms running
SRI funds. It finds outperformance versus conventional
funds for strategies run by firms with an SRI specialism,
but underperformance for non-specialists. Although the
sample size is relatively small, this could indicate that a
high degree of expertise is required to successfully
manage the constraints involved in running screened
strategies.

The studies above look at performance over an extended
time period. In our experience there are some important
features of ESG investing to be aware of which can
influence shorter-term performance.

One critical factor is the correlation with quality mentioned
above. Most SRI funds have a quality bias, therefore they
will face challenges when other styles of investing
predominate. The post-Trump market was an example:
there was a shift to value stocks, following which quality-

15 'More Gain than Pain — SR Sustainability pays off, Garz, Volk & Gilles
(2002)

18 'The price of ethics and stakeholder governance: The performance of
sodially responsible mutual funds', Renneboog, Horst & Zhang (2008), cited in
The performance of soclally responsible investment funds: A meta-analysis’,
Universiiy of Salzburg {2012)

7 :gustainable Reality’, Morgan Stanley Institute for Sustainable Investing
(2015)

18 ‘Canadian Responsible Investment Mutual Funds', Carteton Centre for
Community Innovation (2015)
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orientated investment strategies {including many ESG
funds) underperformed. However as this has unwound over
the course of 2017, so performance has also corrected.

A second factor is that under-represented sectors, such as
defence or tobacco, are favoured by the market in particular
time periods.

Hvidkjeer (2017)%° identifies several studies on the
performance of “sin stocks”. Sectors such as tobacco can
have attractive characteristics from an investment point of
view, including their defensive characteristics in more
difficult market conditions. In addition, as Merton (1987)%!
points out, stocks that are disliked by large sactions of the
market rnay become attractively valued versus
fundamentals.

Hawever, we would also argue that industries invelved in
controversial and high-risk activilies can face threats to their
long-term viability as government regulations tighten — with
the bankruptcies in the coal sector being a case in point.

Engagement can he a powerful tool to drive ESG
moementum

A final question is whether applying an engagement
approach to a fund can help to support financial relurns. The
hypothesis here is that by being an active owner — through
voting proxies, and communicating with the company on
shortcomings in sustainability and governance — asset
managers can improve the ESG profile of their portfolio,
therefore improving the qualily of companies they own.,

There is evidence that creating positive ESG momentum
can he supportive of financial performance. MSCI (2013)?2
constructs synthetic portfolios to illustrate how company
ESG performance can relate to investment returns. They
integrate data in three different ways — excluding companies
with the worst ESG scores, overweighting strong ESG
performers, and overweighting stocks whose ESG scores
are showing positive momentum. All achieve positive active
refurns — but the third had the largest oulperformance.

The key paper on the impact of engagement is Dimson et a!
{2012)%, which is based on BMO Global Asset Managsment
data. Based on analysls of engagement with US companies
over the 1999-2009 period, they find that successful

8'The parformance of saclally responsible mutus] funds: The role of fees and
management companies”, Gil-Bazo, Ruiz-Verdd & Santos (2008)

20 'E5( investing: a literature review’, Seren Hvidkjeer, Report prepared for
Dansif (unpublished, 2017)

2174 simple model of capital market equilibrivm with incomplete information’,
Merton, The Journal of Finance (1987}

2 "Optimising environmental, sacial and govemance facters into portfolio
canstruction', MSCI {2013}

23 ‘Active Ownershig', Dimson, Karakag & Li(2012)
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engagement is followed by positive abnormal investment
returns averaging 4.4%, whereas unsuccessful engagement
has no impact on returns,

More recently the UN Principles for Responsible Investment
(UN PRI} commissicned two research teams to analyse the
effectiveness of investor engagement.

« Dimson et al (2017)% reviewed 1,806 collaborative
engagements co-ordinated by the UN PRI. They found
evidence of an increased return on assets following
successful investor engagement.

+ Gond (2017)% takes a more qualitative approach to
address the question of why investor engagement can
have a positive effect. Alongside the perhaps obvious
benefits of sharing information and building knowledge,
he highlights the role of engagement in shifting the
Internal political dynamics within corporates, including
elevaling issues to Board level.

We see this as a nascent, but promising area of research. If,
as we believe, consideration of ESG factors can be
supportive of long-term risk-adjusted returns, then it is in all
of our Interests for investors and companies to work together
to raise the bar for better ESG management. Making
progress together can help to support performance, as well
as make a positive contribution to the world’s sustainability
goals.

How BMO Global Asset Management can help you

BMO Global Asset Management incorporates material ESG
issues into its investment processes across asset classes.
We also offer our Responsible Funds range, which invests in
companies operating sustainably and excludes those not
meeting our ethical and ESG criteria, and our reo®
engagement service, through which we provide engagement
and voting services covering global equities and credit.

Contact us to find out more.

Sustainable Investment Awards

Best Ethical Investment Fund Best Sustainable Investment

Management Group 2016 Fund Management Group 2016
INVESTMENT INVESTMENT

SUSTAINABLE INVESTMENT SUSTAINABLE INVESTMENT

AVIARDS 2016 AWARDS 2016

WINNER WINNER

Bes! Sustdinabla investment
Fund Managemen! Graup

Bes| £lnlcal nvesiment
Fund Managoeman Group

reo®is a registered trademark of F&C Asset Management
pic.

Past performance should not be seen as an indication of
future performance. The value of investments and income
derived from themn can go down as well as up as a resuit of
market or currency movements and investors may not get
hack the originat amount invested.

The screening out of sectors or companies on ethical
grounds may mean a fund is more sensitive to price swings
than an eguivalent unscreened fund.

24 ocal leads, backed by global scale; The drivers of successful engagement’, Dimson, Karakag & Li,, PRI Academic Network Rl Quarerly Volume 12 (2017}
Z:How ESG Engagemant Creates Value’, Gond, PRI Academic Network Rl Quarterly Volume 12 {2017)
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shropshire County Council ree® Report 4th Quarter 2017

Priority Companies and Your Fund

The table below highlights the companies on BMO's annual pricrity engagement list with which we have engaged on your
behalf in the past quarter and which you currently hold within your postfalio. Prierity compantes are selected through a detailed
analysis of dlient holdings, proprietary ESG risk scores, engagement history and the BMO Governance and Sustainable
Investment team's judgement and expertise. Each priority company has defined engagernent objectives set at the beginning of
each year. Engagement activity levels for priority companies are more intensive than for companies where we engage more
reactively. We provide reporting on our engagement with priority companies in the form of case studies which follows the
table below. For full list of priority companies please refer to the Appendix at the end of this report. For full details of our
engagements with companies please refer to the online reo® client portal.
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Priority con xpanies and Your Fund
Themes engaged
- a -
8 & a F 8
= £ £ = o =
fg % 2 g EF gz i g
s 8 ¢ sk § EE 58
22 & 2 4] = £5 BES
Responseto | £ ’g E SE 3 £3 TTE
Hame ] sector ESG Rating | engagement! &§& 2 84 H 28 §E3
Toray tndusties (¢ Haterials } GREEN G 0 [ ". e )
UnitedHealth Group lac Health care RED &
US Bancorp - - | Finandials 3D @
Viaci SA Indusirials ORANGE  } Good [}
g.VolkswagenA_G_ o ﬁ(zjﬁgu.rﬁeraiscletlonary e 60 " 1 Adéquate : @
Wal-Mart Stores Inc Cansumer Staples RED Adequate e
“Avells Fargo 5 Hinancials i Rm U poer : 0 ;
Wep PIC Consumer Discretionary GREEN Adequale @
ESG Risk Rating: Raling of a cormpany’s ESG risk exposure and risk management compared to Indusiry peers. Source: MSCI E5G Research Inc.

Second quartile:

Third quarlile:

(9




shrapshire County Council rec® Report 4th Quarter 2017

Fngagements and Your Fund: Red rated

4

The table below highlights the companies with which we have engaged on your behalf in the past quarter and which you
currently hold within youe portfolio. The table is split by ESG risk rating. For full details of our engagements with companies
please refer to the online reo® client portal,
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£56 Risk Rating: Rating of a company’s ESG risk exposure and risk manageinert compared to industry peers. Source: M5CI ES@ Research Inc.
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ESG Risk Rating: Rating ¢f a company's ESG risk exposure and fisk management compared to indusiry peers. Source: MSCIESG Research Inc.
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Engagements and Your Fund: Orange rated

The table below highlights the companies with which we have engaged on your behalf in the past quarter and which you

....... w7

currently hold within your portfolio. The table is split by £SG risk rating. For full details of our engagements with companies
please refer to the online reo® client portal.
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ESG Risk Rating: Rating of a company’s ESG risk exposure and risk management compared 10 industry peers. Source: M5 ESG Research Inc.
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ESG Risk Rating: Rating of a company’s ESG risk exposure and risk management compared to industry peers. Source: JSC1 ESG Research Inc.
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ESG Risk Rating: Rating of a company’s £5G risk exposure and risk management compared to industry peers, Source: MSCI £SG Research Inc.
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Fngagements and Your Fund: Yellow rated

The table below highlights the companies with which we have engaged on your behalf in the past quarter and which you
currently hold within your portfolio. The table is split by ESG risk rating. For full details of our engagements with companies
please refer to the online reo® dlient portal.
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ESG Risk Rating: Rating of a company’s ESG risk exposure and risk management cernpared to industry peers. Source: MSC ESG Research Inc.
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ESG Risk Rating: Rating of a company’s £5G risk exposure and risk management compared to industry peers. Source: MSCI £56 Research Inc.
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The table below highlights the companies with which we have engaged on your behalf in the past quarter and which you
currently hold within your portfolio. The table is split by ESG risk rating. For full details of our engagements with companies
please refer to the online reo® client porial.
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ESG Risk Rating: Rating of a company’s ESG risk exposure and risk management compared to industry peers, Seurce: MSU E5G Research Inc.
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ESG Risk Rating: Rating of a company's ESG risk exposure and sk management compared 1o industry peers. Source: MS{1 £SG Research Inc.
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ESG Risk Rating: Rating of a company's ESG risk exposure and risk management compared 1o industry peers. Source: MSCI £56 Research Inc.
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ESG Risk Rating: Rating of a company’s ESG risk exposure and risk management compared to indusiey peers. Source: M5CI ESG Research Inc.
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Milestones and Your Fund

The table below highlights the companies with which we have recorded milestones on your behalf in the past quarter and
which you currently hold within your portfolio. Milestones are engagement autcomes which we have identified and is rated on
the extent to which it protects investor value. For full details of our engagements which led to these milestones please refer to
the online ree® client portal.
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ESG Risk Rating: Rating of a company’s ESG risk exposure and risk management compared o industry peers. Sousce: MSCl ESG Research Inc.
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Milestones and Your Fund
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ESG Risk Rating: Rating of a company’s ESG risk exposure and risk managernent cempared to industry peers. Source: MSCl E3G Research Inc.
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