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The investment case for doing good

Investors generally choose funds based on their desire for either growth or income. In recent years
however, another significant driver has emerged as a growing number of individuals and institutions seek
to align their investments with their values and principles.

There has been an increasing realisation that, along with philanthropy and government aid, private
enterprise can contribute to solving social and environmental problems. At the same time, a growing
number of investors are expressing a desire to “do good while doing well”.

These ‘impact investments’ are made into companies, organisations, and funds with the intention to
generate measurable social and environmental impact alongside a financial return. They can be made in
both emerging and developed markets, and target a range of returns from below market to market rate.
Impact investing is a relatively new term, used to describe investments made across many asset classes,
sectors, and regions. As a result, the market size has not yet been fully quantified.

A survey conducted earlier this year by the Global Impact Investing Network however, suggests impact
investors committed $15.2bn to 7,551 deals in 2015, with a median amount of $12m of capital committed
to a median of nine impact investment deals. These respondents planned to increase their capital
committed in 2016 by 16% to $17.7bn and plan to increase their deal volume by 55% to 11,722 deals.
The rapid growth of impact investing has been accompanied by questions about how to assess impact
and concerns about potentially unrealistic expectations of simultaneously achieving social impact and
market-rate returns.

We brought together an asset owner, consultant and asset manager to discuss the nascent market and

share their views on selecting and measuring the success of investments.

Chris Panteli

editor, portfolio institutional

January 2017 portfolio institutional roundtable:




The green bond
revolution

Green bonds are likely to play a key role in how investors

switch to clean energy, but is the asset class right for

everyone? Emma Cusworth investigates.

Green bonds look set to revo-
lutionise not just the speed at
which the world transitions to
clean energy, but also how
broader bond markets work.
The rapid growth of the asset
class, which is well supported
for continued acceleration,
underlines asset owners’
increasing interest in account-
ing for climate change risk in
their portfolios.

According to the Climate
Bond Initiative (CBI), there are
now $694bn in outstanding
climate-aligned bonds, an
increase of $96bn (or 16%)
since the same analysis was
conducted the previous year.
Within that total, $118bn are
“labelled” green bonds -
those that have been certified
by the CBI to say the funds
raised from their issue will be

used to finance new and

existing projects with environ-
mental benefits. Green bonds
saw record issuance during
2015 with $42bn issued,
meaning this sub-section of
bonds now account for 17%
of the broader climate bond
market, an increase from 11%

the previous year.

INSTITUTIONS DRIVE
DEMAND

“Most of the demand is com-
ing from institutions who by
nature have a long-term time
horizon and are exposed to
the consequences of climate
change,” says Bram Bos, lead
portfolio manager for NN IP’s
Euro Green Bond fund. He
points to the risk of exposure
to stranded assets (such as oil
reserves that will no longer be
exploitable as regulations
tighten) or higher insurance

claims resulting from flooding.
Institutions have started tak-
ing climate change much
more seriously over the last
two years as the dialogue
around the issue changed in
focus away from ethics
towards risk management
with high-profile commenta-
tors, including the Bank of
England governor, Mark Car-
ney, suggesting asset owners
were in breach of their fiduci-
ary duty if they failed to
account  for  the  risks
associated  with  climate
change. Peer pressure has
also mounted as more
institutional investors have
signed up to initiatives such as
the Portfolio Decarbonisation
Coalition. Meanwhile, regula-
tors are also increasing the
pressure through agreements

such as< COP21 and are




becoming increasingly aware
of the powerful force asset
owners can play in financing
and policing the the corporate
sector.

Financial innovations, includ-
ing green bonds and low-car-
bon indices, have also made
the
task of green investment con-

historically  challenging

siderably easier. Some of the
world’s heavy-weight institu-
tions have already allocated
significant assets to these
innovations, including
CalSTRS, the New York State
Common Retirement Fund,
AP2,
Fonds de Réserve pour les
Retraites (FRR) and the United
Nations Joint Staff Pension
Fund.

Lombard Odier's Bertrand
Gacon, head of impact invest-

Sweden'’s France’s

ing and SR, says green bonds
should be a “no brainer” for
bonds

institutions.  “Green

allow institutions to invest in

green projects without com-
promising on their fiduciary
duty to provide long-term
returns and risk management

processes,” he says.

NO COMPROMISE

Green bonds offer the same
risk and reward profile as tradi-
tional bonds from the same
issuer because the default risk
associated with these bonds
relates not to the specific envi-
ronmental project being
financed, but to the issuing
the

company, not the investor, that

entity,. It is therefore
carries the risks associated
with  the
In terms of yield or spread,

specific  project.
there is currently “no differ-
ence compared to non-green
bonds from the same issuer”,
according to NN IP’s Bos. “In
the long-run you could argue
that companies who are issu-
ing green bonds are serious
about climate change and
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have lower risks of, for

example, having stranded
assets on their balance sheets.
“We think that the risk of this
type of company running into
difficulties is smaller and would
argue they have a more attrac-
tive risk-return profile in the
long-run,” Bos continues.

So do investors have to com-
promise on returns to fund
environmental projects? “Quite
the opposite,” says Frédéric
Samama, Amundi Asset Man-
agement’s deputy global head
of institutional & sovereign cli-
ents. “Low carbon indexes
have outperformed the market
over the last five years.”

The MSCI Europe Low Carbon
Leaders index returned 8.75%
in the period between Novem-
ber 2010 and May 2016 com-
pared to 7.93% for the MSCI
Europe. Between November
2014 and June 2016, the
excess return of the MSCI

Europe Low Carbon Leaders

((Green

bonds allow
institutions to
invest in green
projects without
compromising
on their
fiduciary duty
to provide
long-term
returns and risk
management

processes. ) ) ——

Bertrand Gacon, Lombard Odier

Impact Investing



index was 120 basis points
versus the MSCI Europe with
an information ratio of 1.25.

Another area where the com-
promise of green investing has
is that of
liquidity. Traditionally, investors

been overcome

would have to choose
between either investing in
highly  targeted projects
through private finance, or by
going down the less-targeted
ESG route.

“Green bonds enable us to
design high-impact strategies
within a liquid asset class for
the first time,” Lombard Odier’s
Gacon says. “Liquidity levels
are very similar to conventional
bonds, but with slightly less
volatility,” he continues.

There does, however appear
to be some degree of compro-
mise as their positive market-
ing value is priced into
issuances.

Mark Mansley, CIO at the Envi-
ronment  Agency Pension
Fund, which invests in green
bonds in a “modest way”,
says: “Currently green bonds
trade very close to their non-
green alternatives — if they
were significantly more expen-
sive then we would be less
keen. There is some evidence
that new issues of green
bonds require less of a yield
premium than conventional
bonds to get them away at
issue, indicating they provide a
and

marketing advantage

making them attractive for

ry. ZW portfo stituti

issuers and slightly less attrac-
tive for investors able to
access and keen to find value

in the primary market.”

NOT ENOUGH SUPPLY
Mansley also points to lack of
supply as an issue for institu-
tional investors. “As primarily
sterling investors interested in
relatively  longer  maturity
bonds and seeking a reasona-
ble amount of credit risk
exposure (to get some yield
pick up), there are not many
suitable offerings,” he says.
“This is the biggest limitation
for us — sterling green bond
issuance is only a fraction of
the total.”

For the market to become
more attractive, Mansley says
there would need to be more
bonds issued, lower maturities
and more issuance by corpo-
rates and projects offering rea-
sonable spreads (i.e. issuance
by A/BBB credits). “We would
also like green bonds made
more accessible to smaller
where

entities  (borrowers)

there is little doubt about their
(e.q0.
renewable energy projects,

green credentials
social housing etc),” Mansley
says.

“We currently have quite a bit
of bond exposure in uncerti-
fied bonds which we are
satisfied are essentially green —
issued by typically smaller bor-
rowers reluctant to spend

large sums on certification,” he

continues. “To some extent
our bond strategy is about
finding value/quality/sustaina-
bility in the unrated/smaller/
less recognised parts of the
market, which is somewhat at
odds with the high profile and
transparent nature of green

bonds.”

SUPPORT FOR
CONTINUED GROWTH

As the green bond market
continues to grow and more
entities issue bonds in the
market, concerns about the
ability of the green bond mar-
ket to absorb institutional-level
flows diminishes and the range
of available bonds with varying
characteristics should begin to
increase.

The last 12 months have seen
some notable issues of green
bonds. Apple’s $1.5bn green
bond issuance in February this
year was hailed by many as a
landmark for the asset class,
which according to Gacon is
becoming “the single most
important instrument in the
fight against climate change”.
The Chinese authorities cer-
tainly appear to share this
view. China has been one of
the main engines of growth for
green bonds over the last year
and their support is unlikely to
wane any time soon. China will
host the G20 this year and is
already promoting the idea of
mobilising financial markets to
tackle climate change and
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sees green bonds as a key
vehicle to do so.

In a report entitled “Establish-
ing China’s Green Financial
System”, China’s central bank,
the People’s Bank of China
(PBoC), paves the way for offi-
cial guidelines on green bonds,
an evaluation system to check
the correct allocation of funds
and assess environmental
impact, creates incentives for
green bond issuance such as
preferential taxation and inter-
est rates, and streamlines the
approval process.

“The Chinese market for green
bonds is exploding,” says
Amundi’s Samama. “The Chi-
nese government is pushing
very hard and green bonds are
the product they want to pro-
That
become harder for companies
the

introduction of national pollu-

mote. means it will

to cheat. Furthermore,
tion taxation in 2017 will see
the creation of the world’s big-
gest taxation system on
polluting companies.”

China’s
green bonds could be game

role in promoting
changing in terms of the avail-
ability of finance for the transi-
tion to a low-carbon economy
at a faster pace. China already

accounts for around 20% of

global issuance of climate
bonds.
One lingering concern,

however, is that China has not
signed up to the CBI’'s certifi-
cation standards. Instead, it
has created its own system,

which, although it is inspired
by the CBI standards, takes
into account idiosyncrasies of
the local economy. (As such
Chinese green bonds are,
strictly speaking, considered
to be climate bonds.)
“Transparency standards are
largely the same,” Samama
says, “but there are differences
in the definitions of what is
green. In China clean coal is
considered green, for exam-
ple. But the differences are
minor compared to the overall
alignment of standards.”

Axa

responsible investment analyst

Investment  Managers
Vincent Compiegne believes
establishing credible stand-
ards for green bonds is impor-
tant not just in China, but for all
“China’s

standards are good,” he says,

emerging markets.

“but they are not the same as
the CBI’s certification, which is
the best in the market. To
accelerate the growth of green
bonds in emerging markets, it
is important to quickly estab-
lish a set of standards, espe-

cially in China and India.”

REVOLUTIONARY
IMPACT?

The impact of green bonds is
unlikely to be limited just to
the fight against climate
change. In an environment of
increased investor scrutiny
and thirst for transparency;,
green bonds have the poten-
tial to force an evolution in

how conventional bond

markets work.

Green bonds have a very sig-
nificant transparency advan-
tage over traditional bonds.
The assets raised by certified
green bonds are ring-fenced
to finance specific environ-
mental projects, which gives
investors superior transparen-
cy not just in how their assets
will be put to use, but also
what the environmental impact
of their investment will be.
This ring-fencing of assets is
something that could spread
to wider bond markets. “It
offers investors much more
transparency and should give
them more comfort,” NN IP’s
Bos says.

Lombard Odier's Gacon says
because of green bonds’ ring-
the

financial community is learning

fencing characteristics,

it can take a closer look at
what exactly issuers are using
the funds raised by bonds to
finance. “This allows them to
make a more informed deci-
sion,” he says. “lI would bet
that in 20 years this will have
become normal practice for
the whole bond market.”

Amundi’s Samama is less con-
vinced given the additional
costs associated with acquir-
ing a certification regarding
how funds wil be spent.
“Companies are willing to pay
a little extra to send a signal to
the market they are investing
in green initiatives because
investors favour companies

that do so,” he explains.
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Adam Matthews

“For us there is a clear link between our ethical policies and our values.”

How would you describe impact investing?

William Nicoll: An investment where you have a measurable, positive environmental or social impact,
and where you are able to monitor and maintain that investment throughout the life of it.

Amandeep Shihn: Intentionally creating a measurable societal and/or environmental impact over the
long term alongside a financial return.

Adam Matthews: A model that serves the general need of society, as well as generating returns. ESG is
clearly important, a key stepping stone. We should be encouraging companies that have demonstrated
clear evidence of their overall contribution.

Nicoll: What has changed is there is more specialist knowledge in the sector that allows you to make a
proper, considered view of what is impact and what isn’t impact investing.

Shihn: There’s not one technical definition which everyone uses or agrees with. That makes discussions
more interesting, more fluid and more dynamic. For clients it’s how you integrate that within your
framework as an investor and an owner. So there’s no one-size-fits-all. There are a number of dynamics
which feature in an asset owner’s discussions and views, but everyone should have a belief which they
put into writing and then into practice and then hold themselves to account by that. We’re having more
and more discussions with clients in this regard.

Nicoll: If we are funding a solar park, on the surface that looks like an environmentally good thing, but we
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need to have more detail, more understanding of what the governance of that particular project is. You

need to look at all the possibilities for controversy that are there in an ownership structure.

How are these being used or positioned in portfolios?

Matthews: We recognise that the church, as an investor, is in a different space to others. For us there
is a clear link between our ethical policies and our values. Climate change is one example where we are
proactively looking for opportunities. These opportunities include infrastructure, renewable energy and
green investments.

The Church Commissioners, for example, are the largest holder of forestry, and that makes a very
significant return. Much more emphasis has been placed on it as a result of having a policy on climate
change that really sought to focus us much more in looking for those opportunities. It’s done within the
expectation that it's also got to make the return we seek as well. Having clarity on the values of the

organisation and allowing that to drive and to find those opportunities is quite important.

You don’t see that being a problem with fiduciary responsibilities?

Matthews: Our Ethical Investment Advisory Group is staffed with experts on ethics, theology and
investment theory. They produce independent advice that then goes to our trustees, who balance that
against their fiduciary responsibilities. It enables us to very clearly look at these opportunities in line with
the returns that we need to make to be able to fund the cathedrals, the pensions and the activities of the
church.

Shihn: There is often a perception, it may be a misperception, among asset owners that doing something
ethical or doing something ESG-related or sustainability-related might have a negative impact on your
financial returns. Infrastructure, renewable
energy are all examples of investments which
have impacts and can have strong returns in
their own rights.

When making decisions and taking actions
concerning sustainability, asset owners need
to ensure that these are consistent with their
mission and beliefs. Actions also need to
take into consideration the materiality of any
changes made to their investment portfolios
and end objectives, while also fulfilling their
fiduciary duty.

Matthews: Is it easy to find information
about the underlying assets so that you are

Amandeep Shihn comfortable with the price?

Shihn: Data quality and availability is improving.
But there is still a long way to go.

Schemes like Global Impact Investing Network’s (GIIN) IRIS Metrics, have key performance indicators
(KPIs) for different asset classes and different asset types that look at the financial and non-financial
aspects of an investment. These are meant to be measurable KPIs that you can look at and try to measure
portfolios against.

Matthews: Bespoke analysis can play a key role. In relation to climate change, we’ve initiated a major
initiative with the London School of Economics. [t allows us to plot where individual companies sit in the
transition to a low carbon economy against the 2° target and against the current regulations in each of
those sectors. We're doing this with a group of other high-profile asset owners, and will be offering it to

the whole market to use and adapt as they see fit. The tool will identify the leaders and potential future

January 2017 portfolio institutional roundtable:
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investment opportunities.
There remains a knowledge gap regarding what a company’s future projected environmental performance
looks like. We will be pushing to fill that gap by asking companies for further disclosure.

Nicoll: Do you find there are lots of impact-type investments out there that are easily accessible? Because
of all those difficulties.

Shihn: From our client base, the rate of take up or understanding of the investments based in impact is
markedly different from a global perspective. We have some very large asset owners, say, in Australia or
Canada, which are very much at the forefront of this. They say: “Well, we definitely want to have an impact
from our investing so we will go out and look for particular investments. Maybe do our own on-the-ground
research and partner up with asset managers and companies.”

Whereas some other asset owners are not all as fully up to speed on the topic, or maybe don’t have
the governance and so are trying to explore what they could do within their constraints. We're also in
an environment where pension schemes, in general, have been de-risking. So their proportion of return-
seeking assets has been coming down.

Because of that where is the marginal effort in their limited time and trustee meetings? Is it spent on
matching assets which are the bulk of the portfolio? Or do they look at the smaller equity part of the
portfolio? Looking at our delegated client business, roughly speaking the equity exposure is fairly small,
maybe in the region of around 10%. So in terms of time spent and where they’ve put their mental capacity
to work, it’s maybe not as high a priority. The discussions with clients looking to explore sustainability for
the first time is more in the public equity space.

Nicoll: If you want to put direct money to work, then [primary] debt is one of the obvious ways to
do it. That also should link with the de-risking agenda. You can lend to solar companies or building
student accommodation or funding hospitals
or social housing. The problem that we’ve
seen in the debt market, certainly in terms of
impact assets, is that a lot of the assets tend
to be very small. So we look to use primary
debt, where we try to get sufficient returns to
satisfy fiduciary duties, and also know that the
information on possible impact should be very
good.

Shihn: For a number of years now, we have
been doing a lot in terms of debt, real estate
and infrastructure investing which may also
have a social impact. This is something which
has continued to grow in recent years and

continues to do so. Adam Matthews

Matthews: What more could the government
do to encourage pension funds in this space?
Shihn: The Department for Work and Pensions changed the wording of their legislation earlier this year. It
got rid of E, S and G, which is great, because it goes beyond that. But financial and non-financial are also
perhaps not great definitions. Non-financial can very easily turn financial.

Nicoll: The consistent refrain from asset managers to government is consistency and clarity on regulatory
regimes. Many of these assets are going to be inside some sort of regulatory regime, whether it’s in the
UK or elsewhere.

Shihn: If you look at something like solar energy where it’s still a very heavily subsidised market, and now
that it’s becoming cost effective, cost competitive, those subsidies seem to be reducing and that in itself

changes the investment and the risk profile for investment. So regulatory regimes are going to have a
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William Nicoll

“If you want to put direct money to work, then debt is one of the obvious ways to

doit.”

massive impact in certain parts of the market.

Matthews: The signals from government on renewables in the UK are very mixed. In areas such as
renewables key measures and initiatives are being changed very rapidly and one begins to ask the
question, “What'’s the overall policy direction of the government?”

And just being able to signal to asset owners that, “These are priorities. There’s going to be a long-term
commitment here that we can then seriously look at it in that context.” Obviously, we’re looking over a

much longer horizon, we need to get as much security as we can.

Do you think there is a growing awareness among larger institutions that they have a role to play
in society and that they can do something beyond just a membership of their scheme?
Matthews: We believe the market is there to serve a number of societal needs. Clearly you want to receive
a pension, but you also want to continue to have an environment that is clean, where you can breathe,
with goods that aren’t being produced on the back of slave labour, for example. Making every effort you
can in your context, and working collaboratively with other asset owners and articulating expectations
beyond those is important and consistent with any fund that has a long-term objective.

Nicoll: One of the discussions that we had for many years was the discussion about how can you, in the

various different markets, show impact? In the equity market, you’re really looking at IPOs to some extent

January 2017 portfolio institutional roundtable:
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in order to get the money to work in that way. In the secondary and public debt markets normally you

don’t have any levers to pull, so you’re not usually influencing what the company is doing.

It’s clear that there are specialist areas of the market where you can quite happily say, “Yes, | am having
impact,”

If you have an IPO, or companies trying to borrow money directly from an investor, you can say no. Or
you can say, “Yes | would invest, but we need to change some things.” That’s a really strong effect, and
stronger than saying, “I’'m not going to buy your bond.” “I'm not going to buy your equity,” is slightly

stronger than that, but impact investing should be a slightly different way of looking at it.

What kind of time horizon are we looking at here? | take it there’s no secondary market for this
kind of investment. You’re in it for the long haul, right?

Nicoll: The most effective long-term investments that give true environmental or social impact tend to be
10, 15, 20 years long. You don’t want a hospital to last two years. There can be exceptions - you might
give a mortgage on a new-build building, because it is really driving environmental standards, and that
might only be five to seven years in maturity. But you’re generally talking quite long term. It is a question
again of, if there’s more understanding about what an impact asset could be, then gradually over time,

the store of assets should increase. Over the next decade you could have a really significant impact on
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“Over the next decade you could have a really significant impact on how the

environment looks.”

how the environment looks.

Shihn: There’s always going to be a secondary market to a certain extent, and there will be people willing
to buy out other stakeholders of a project, whether it's impact or other private equity or any sort of private
market investment.

Nicoll: Liquidity will follow the client interest as well. If we were all able to build these markets correctly,
then liquidity would follow because everybody would know what they look like.

Shihn: But liquidity isn’t always necessary. You may want capital to be locked up to ensure that everything
is put to work. So lack of liquidity, perhaps, is a benefit at an earlier stage in the development of a newer

industry or asset class or development project.

So given the length of these terms and the fact that they’re defined by their targets almost, how

important is dialogue with the projects you’re investing in?

January 2017 portfolio institutional roundtable:
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Amandeep Shihn

“Everyone should have a belief which they put into writing and then into practice

and hold themselves to account.”

Nicoll: Vital. None of this works without it. That’s the point. You can only truly talk about impact investing
if you are having a very close dialogue with the borrower or with the people raising equity. You have to be
close enough to be able to decide very clearly what you want and what might need to change in order to
satisfy your particular definition of impact investing.

As the market and as the banking sector retreats from various different sectors, then we do have the
opportunity to invest in more areas and to have those sorts of dialogues where long-term capital is talking
to long-term borrowers in a way that’s not intermediated.

This has to be a very open discussion about what companies may want and what investors need so that,

in the end, the driver should come more from the clients about where they think sensible impact is.

Matthews: Do you think that there’s a need for higher-level of dialogue from asset owners on this?
Nicoll: Part of the reason we spent so long forming these criteria is to be able to say, “Here are some
criteria. Now we have something to discuss.” So a pension fund can say, “Well, that’s great but | don’t like
that.” Or, “You’re wrong,” and that’s fine.

We need to have that sort of conversation going because at the moment we are still in a slight information
vacuum. We all need to be very clear about what we're trying to do.

And you do have to do quite a lot of work to get to strict, standard criteria. And this involves a lot of
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knowledge transfer which requires more discussion between client and asset manager. Until you really
start talking to people, you don’t really know whether you have found a perfect asset or not.

Matthews: Has the asset owner community articulated their views in this area?

Shihn: Asset owners also need to be a little bit more proactive. They will always help drive a particular
view. Asset managers serve at the pleasure of asset owners, so when we talk about products being
created, it’s not typically the asset managers.

Matthews: Where would you say the noise level is?

Shihn: In the DC space, it’s a little bit more evident when you have individual numbers sending in letters
to the trustee boards saying, “Hi, I've read about this. What is our exposure and what are we doing about
this sort of topic in general?”

Then the DC pension scheme trustee board has to say, “Well, we already have a response for that. This
is what we’re doing. Let’s be a little bit more proactive, maybe we need to be a little bit more vocal to
our members if we're being asked these questions.” Maybe they do a lot of this already, so it’s just about
telling people a little bit better.

Nicoll: You're right, a lot of things are done and a lot of decent investing is done but it's not something
where the information exchange has been particularly good because it’'s not been something that clients
have particularly been focused on.

There’s a lot of ESG-type work done that | don’t think is particularly shouted about. Until you’re doing that,
it’s very hard to then go onto the impact and say, “Now, let’s develop it further, from, ‘Let’s do no harm,

to, ‘Let’s do something positive.””

Is there a typical type of scheme looking to do this?

Chris Panteli
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Shihn: No, | don’t think so. It comes down to beliefs and ambitions. What is the scheme trying to achieve
and do they have the mandate to do it? Do they have the belief that it is the right thing to do”? Not only on

behalf of them but on behalf of their members and their contributors.

| take it this is something that’s very hard to replicate in DC given the active nature of most of it?
Shihn: We've been thinking about how we do longer-term private markets type investing in DC for quite
a while. I'm not sure we’ve found a solution yet, but that is mainly a function of requiring daily liquidity. It is
going to be tough, but where there is a will and where there is capital, there is going to be a way. But so
far, the interest in DC has largely been on the listed equity side because of liquidity issues.

Nicoll: Measurability is the important thing otherwise you can’t show you’ve done something. If you're
looking at an investment saying, “That is so many tonnes of CO2 equivalent,” or, “I've just built a 400-bed
hospital,” the equivalence between these things is clearly impossible to measure, but how do you try to
report those things and show those things to people?

Matthews: We examine very carefully individual investments. This has happened with climate change,
where our policy challenges the national investing bodies (the three funds of the church) to proactively
manage our fossil fuel investments. In doing so you have to take trustees along with you in that process.
That’s been quite an engaging process in terms of getting assurance from their side that this actually does
deliver what they’re expecting.

Nicoll: Do they demand data? On forestry, are there discussions about how many trees have been
planted?

Matthews: Understanding where there are opportunities in terms of land management goes beyond

just simply holding the trees. It's how you manage it proactively, the whole estate in a sense. It’s a much

|

William Nicoll
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Adam Matthews

“We believe the market is there to serve a number of societal needs. Clearly you

want to receive a pension, but you also want an environment that is clean.”

broader responsibility there.

Nicoll: Biodiversity is very difficult to measure.

Matthews: Yes, there is an increased range of indicators in terms of managing biodiversity. For each
indicator you need to have the expertise.

Nicoll: Clearly, as asset managers, we can offer things that we think are what people want from our
discussions with them. When you look at the various different sub-asset classes, they’re really quite small
which is why you end up with little ability to say, “I will do a CO2 reduction fund.” You need to have choice
to invest wisely and sensibly because these are long-term illiquid assets.

So you end up with a very broad discussion, which | hope gradually over time separates into various
different asset classes saying, “Does this asset do something good? Can | measure each asset for the
good that it does?” But it does mean that the reporting is therefore a mixture of effects such as, “We've
done some CO2 reduction.” You’ve built some hospitals, you’ve removed some coal-fired power station
capacity”. They’re all slightly separate.

Again, when we talk about the level of information exchange needed, that’s quite high. It would be very
easy to go to investors saying, “Here is a fund. You’ve reduced that much carbon dioxide.” Every investor
would understand that but you just can’t do that on an institutional scale yet because at the moment the

markets aren’t developed enough.
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“We've seen pension funds going from ESG to more interest in impact as people
become more aware that you don’t necessarily have a financial penalty for doing

impact investing.”

Shihn: Do you think that there is a need for a more consistent measurement for CO2 emissions and
carbon footprint? You can take a rating for a particular fund or a particular asset and get three different
people to measure the carbon footprint and give you four or five different measures and metrics, none of
which will be any way similar to each other. That is an issue.

Matthews: Of course, if you have four different answers to the same question then that’s concerning. That
is an evolving area that’s rapidly improving and refining. Over a relatively short period of time, hopefully
we’ll see that kind of clarity.

The initiative that we’re working on at the moment allows us to plot performance of companies against
the 2° goal. We need a lot more disclosure, and governments need to step in with increased disclosure
requirements. Things like the task force on climate change are going to be critical, and hopefully ensuring
some of those standards and that reporting is codified or more clearly required. But at the same time,
there’s a gap in knowledge. A group of asset owners are working together at the moment internationally
to define for each sector what transition looks like, and to put that information out there and offer it up to
whomever.

We're working with The Environment Agency, a pension fund and a range of other major partners as well.

Nicoll: It’s going the right way. If you look at green bond verifiers, you need to have more than one. You
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have rating agencies who have slightly different views but don’t tend to have dramatically different views,
I’'m sure as the market evolves and the number of third parties who are willing to certify the amount of
CO2 equivalent that’s saved will converge. In some ways, I’'m quite positive about the fact that there are
SO many people involved already. You can look at it the other way and say, “Actually, the level of interest
compared with the amount of investment is quite high.”

Shihn: It's harder when you have different providers providing thoughts to asset managers. We've got
three different metrics for the same thing from three different providers. One is the asset manager, one is
the custodian, which is more correct and who should | be paying attention to?

Nicoll: The more people who are comparing these things, the more consistency comes through. It feels
to us, from the asset management side, that there is more interest. We’ve seen pension funds going from
ESG through to more interest in impact as people become more aware that you don’t necessarily have
a financial penalty for doing impact investing. Part of that is down to the fact that the very first impact
investments tended to be much more socially driven rather than financially driven. As that awareness
develops, then | don’t see why this market doesn’t grow significantly.

Matthews: Equally, the question back to asset owners is, how do you put into practice your values and
beliefs as a fund, and see that taken through in your investments?

As disclosures and information flow increases, there’s opportunity for much greater clarity in how
companies and asset owners can support markets to grow. As that information flow comes forward, |
can see companies going much further on climate change.

Shihn: Again, measurements and performance, everything is moving in the right direction so impact
investing will become a bigger topic until no one talks about it anymore. You can make investments which

have great financial returns, and also have the benefit of creating a social impact on the end of it.

Amandeep Shihn
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Impact investing: a growing market for institutional
investors

By William Nicoll, co-head of Alternative Credit, MRG Investments

The world requires investment on a huge scale to address environmental
and social challenges, such as carbon emissions, disease and poverty. As
such, impact investing (investing to achieve social/environmental benefits
in addition to attractive returns) is a growing area and, given increasing
constraints on public resources, mobilising private investment is imperative.
Impact investing is therefore increasingly becoming of interest to institutional
investors. While impact investing first became established in equity markets,
lending in all its forms accounts for far greater flows of finance to corporates
and organisations, leading to opportunities in debt investment that are
commensurately larger than for equity.

Understanding the approaches to sustainable and impact investing
Although sustainable and impact bond funds comprise a small segment of the fixed income fund
universe, they take a variety of approaches to investment:

e Using an ESG scoring system, which ranks companies in a given investment universe based
on their environmental and social credentials. Investors can target companies with high ESG
scores relatively straightforwardly; however, ESG scoring typically covers companies with
liquid fixed income securities only, with little information available on private assets.

e Negative screening excludes from an investment universe all companies involved in certain
activities e.g. tobacco, weapons. While simple to implement, this does not target a direct
positive impact.

e Green bonds lend to projects seeking a direct positive environmental impact, e.g. reducing
carbon emissions, generating renewable energy. Though demand for green bonds is rising, the
market is still relatively small, with a total outstanding value of 94 billion'. The first green bond
was issued only in 2007 by the European Investment Bank, and issuance is still concentrated
in supranational and government agencies such as the EIB, World Bank and Transport for
London. In our view, supply is arguably not yet sufficient to construct well diversified portfolios
of green bonds..

e Private debt impact funds lend to projects that seek a direct positive social or environmental
impact. They source, create or acquire assets that target demonstrable environmental or social
benefits, alongside financial returns, and report the impact each investment generates. Impact
funds have (historically) been predominantly small, concentrated products such as microfinance
and, in many cases, financial returns have been a secondary consideration. However, this is
changing with the emergence of institutional sized private debt funds offering more attractive
return levels whilst maintaining the positive impact.

Health and social services
Private loans can help to fund the
construction of new hospitals, care
homes, mental health and other
health care facilities, as well as
development of critical medical
devices and diagnostics.

Green real estate
New-build property development
and retrofits can now meet high
sustainability standards in design,
construction and operation.

Social housing
Demand for social and affordable
housing is high in the UK and housing
associations are investing in new
construction for which they require
long-term loans of 15 or more years.

SUPERMARKET

-——

Education Renewable energy and energy efficiency Green transport

Universities and schools are EU member states must produce at least Development and operation of
seeking more diverse funding 20% of their energy from renewable sources public / mass transportation systems
profiles and long-dated loans to by 2020, with many governments such as the such as bus rapid transit and rail, as well
build new student accommodation UK committing to higher targets. We see as development of low-carbon transport
or other new facilities. opportunities in wind, solar and bio-energy as technology and equipment, for example

well as improving energy efficiency. electric, hydrogen or hybrid.

The appeal of private debt impact investing for institutional investors
Private debt includes a wide range of assets that offer sustainable outcomes and many more “pure
play” impact investing opportunities than liquid bond markets, often because they are financing
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discrete projects or smaller companies, rather than broad corporate loans. Many of these assets are
suitable for institutional investors because they are long-term investments that require the investor to
give up a degree of liquidity, in exchange fora higher premium. Since short-term liquidity is generally of
less importance to institutional investors, this is exactly the type of investment that can be beneficial.
Additionally, it creates scope to diversify portfolios.

Selecting an appropriate investment manager

As this market is still developing, it is essential for institutional investors to select an investment manager
with proven strength in this area, e.g. breadth and depth of private debt experience to source and
analyse assets, an ability to be flexible with deployment to avoid being a forced buyer of assets, and a
rigorous understanding of both the opportunities and limitations of the various approaches to impact
investing. With £20 billion? of fixed income impact assets under management, M&G is a large player
in the market and understands that a good impact investing strategy should target three objectives:

e Aclear positive social or environmental impact
e A competitive financial return
e A high degree of flexibility to invest in a diversified manner

In M&G'’s view, private lending offers the greatest breadth of attractive opportunities to achieve these
goals. In our view, a multi-focus approach is best, to ensure a broad range of environmental and
social benefits, sufficient diversification, and a wide opportunity set to maximise returns. Returns are
generally comparable to other private debt strategies and usually pay a premium over public bonds
to compensate for their lack of secondary trading opportunities. In addition, the ability to negotiate
directly with the borrowers allows higher protections.

Emphasising all the advantages of active management, impact investing requires skilled and
experienced managers with well-established networks of borrowers, banks and intermediaries, as
well as expertise in credit analysis, structuring and covenant negotiation. Also important is an excellent
knowledge of ESG and impact standards.

A robust process to measure and report the social and environmental outcomes of each investment is
essential for any impact investment strategy. Examples of impact measurements include the number
of social homes built, , or the reduction in CO, emissions from renewable energy projects. At M&G,
external partners provide specialist ESG research, and sustainability and impact assessment criteria
appropriate to the private and illiquid assets that we source.

When managing investments, engagement is vital. Maintaining open lines of communication with
borrowers allows us to advise and support management should any risks emerge to either credit or
the quality of the anticipated social/environmental benefits. Engagement is often much more effective
in private debt compared to public debt, because of the closer relationship between borrower and
lender. As the lender is often a key funding source for the borrower, it can have more influence.

Case study: Lightsource Renewable Energy

In October 2015, M&G agreed a £247 million bilateral refinancing of 33 solar parks with Lightsource
Renewable Energy. This was a 22-year inflation-linked senior financing, secured against fully operational
solar parks mainly in the South and East of England and was the world’s largest Sterling-denominated
renewables bond. M&G'’s role was central to the transaction — our team solely arranged, structured
and negotiated the transaction, creating different payment streams for differing client funds. The debt
was tranched in order to achieve differing risks and returns for differing client funds. A CO, saving of
approximately 43,430 tonnes per annum is expected. The transaction has been recognised with the
“Environmental Bond of the Year” in 2015 from Environmental Finance and “Best European Solar deal
of 2015” by Infrastructure Journal Global.

" MSCI Global Green Bond Index, as at 19 October 2016
2 As at 30 September, 2016
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Are you interested in participating in future roundtable discussions?
Investors and investment consultants are invited to share their opinion and can be offered a
complimentary place in future roundtable events. Asset managers interested in joining the

panel can secure one of the limited sponsorship packages.

Contact us to find out more:
Sidra Sammi
Phone: +44 (0) 20 7822 8522

E-mail: s.sammi@portfolio-verlag.com

Topics for roundtable discussions in 2017 include:
Managing volatility

Emerging markets

Fixed income

Smart beta

Liability driven investment

Fiduciary management

Absolute return

Global equities

Alternative investments
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