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Putting
responsibility at
the core of ETFs

Through active engagement with the
companies in which they invest, and
by refraining from holding those that
fail to meet the minimum standards
of business practice, ETF investors
could potentially benefit from
something truly different.

What if it were possible for an exchange traded fund
(ETF) to offer exposure to an index, yet without holding
constituent stocks that are simply uninvestable for
responsible investors — while maintaining the same risk-
and-return profile as the index in question?

Our research indicates that this is, indeed, possible. And
the secular, global trend of investors allocating to index
strategies suggests that such products are more
necessary now than ever before.

Chad Rakvin is Global Head of Index
Funds at LGIM, a position he has held
since September 2015. Chad joined
LGIMA in 2013 as the Head of US Index
Funds. Prior to joining LGIMA, Chad
was the Global Equity Index Director at
Northern Trust.

"PwC, Asset & Wealth Management Revolution: Embracing Exponential Change, 2017
2 According to the World Bank, the value of global GDP in 2017 was $80.7 trillion
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A new era for ETFs

Assets under management within ‘passive’ investment
strategies are set to swell from $14 trillion worldwide in
2016 to a staggering $37 trillion by 2025, according to
PwC.' That would be almost half the size of the global
economy last year.?

We believe much of this growth is likely to come from
ETFs, which can provide the building blocks for core
allocations as well as exposure to investment themes,
such as robotics or commodities, at the same time as
allowing investors to control costs.

But, tocoin aphrase, with great assets under management
comes great responsibilities. We believe it is incumbent
upon asset managers to seek to raise the standards of the
companies and markets in which they invest — regardless
of the investment strategies they oversee — through
active engagement.

We also believe that investors should be given the option of
index providers refraining fromincluding certain companies,
where the minimum global standards of business practice
are not being met, within theirindex-construction processes.
This way, end-investors can be shielded from deep
environmental, social and governance problems as well
as the potential attendant future investment risks.
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What companies do not make the cut?

There are three types of companies that responsible investors, in our view, should aim to avoid holding:

CONTROVERSIAL WEAPONS
MANUFACTURERS

These weapons have

an indiscriminate and
disproportionate humanitarian
impact on civilian populations,
the effects of which can be felt
long after military conflicts
have ended. They include
antipersonnel landmines; cluster
munitions; and biological and
chemical weapons.

PERENNIAL VIOLATORS OF THE
UN GLOBAL COMPACT

This is a set of standards on
human rights, labour, the

environment and corruption
created to encourage businesses
to adopt environmentally and
socially responsible policies.

We believe companies that
breach such principles present
future investment risks, due to
lax governance and management

‘PURE’ COAL MINERS

These companies produce
significantly high levels of
greenhouse gas emissions,
contributing to the accelerated
warming of the planet. They
face regulatory pressure and
are imperilled by advances in
renewables. Due to an inability to
diversify, we do not see a future
for this business model.

of their operations. For more

information, please see

the appendix.

Together, these companies currently make up LGIM's
Future World Protection List, which is revised every six
months. The methodology is formally reviewed on an
annual basis by our industry-leading Corporate
Governance team, who take a proactive approach to the

changing investment landscape.

We refrain from including the companies on the list in
our starting investment universes for our core ETF range
and Future World funds, in part by helping to design
market indices. At the same time, we are encouraging
major index providers to consider taking a similar
approach in their own index-construction processes, in
order for a similar approach to apply to our other tracker
funds and to benefit investors elsewhere.



Design matters

There are clear advantages to avoiding these stocks
beyond averting exposure to companies thatare harming
the world in which we live, such as the potential for risk
mitigation and even the possibility of stronger returns.
But might this approach actually cost investors in terms
of the performance and level of volatility they expect to
derive from an index?

Our analysis suggests that this should not be the case.
Through backtesting, we compared the characteristics
of two global, developed-market equity indices, the
same in every way except that one incorporated the
Future World Protection List, and one did not.

We found thatthe indexin which the listwasincorporated
displayed almost exactly the same volatility and
delivered almost exactly the same performance over the
period from June 2012 as its sister index, to which it was
also highly correlated.

Global DM equity index

Figure 1: Moving in lockstep
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Source: Bloomberg, LGIM as at 28 September 2018. The figures refer to
simulated past performance, which is not a reliable indicator of future
performance?®

Global DM equity index with FW Protection

List
5-year annualised return 9.3% 9.4%
5-year annualised standard deviation 9.6% 9.5%

Correlation to Global DM equity index

None of this means, of course, that these characteristics
would remain quite so similar over an extended period
oftime inthe future, especially ifalarge index constituent
were to be placed onto the list. However, this analysis
should give comfort to investors that avoiding these
companies need not necessarily entail a sacrifice in
terms of performance or volatility.

Meanwhile, academic research suggests that corporate

engagements can improve investment returns, on
average generating outperformance by companies
targeted.*

data on this area remains somewhat in its infancy.

However, the collection of hard, empirical

3The indices are: Solactive GBS Developed Markets Large & Mid Cap USD and Solactive Core Developed Markets Large & Mid Cap USD Index.

4 Elroy Dimson, Ouzhan Karaka, Xi Li, Active Ownership, Review of Financial Studies, 2015.
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Case Study 1

Tokyo Electric Power
Company Holdings Inc

Tokyo Electric Power Company, the Japanese
utility that ran the Fukushima Daiichi nuclear plant,
is deemed to be a perennial violator of the UNGC.
According to a commission formed by Japan’s
National Diet, TEPCO failed to meet basic safety
requirements at the plant, the site of a 2011
disaster. Decommissioning of the site has also
been highly problematic. The company still lacks
strong environmental or community policies, and
has a track record of falsified reporting and
untimely disclosure.

Taking stewardship seriously

We believe asset managers can effect real, positive change
by engaging with companies and, as such, demonstrate
active ownership. This can promote long-term success in
such a way to benefit investors - the ultimate providers of
capital — and the economy as a whole.

At LGIM, as one of the world’s largest asset managers,
we take our stewardship responsibilities seriously.
This is reflected in the following activity:

e Company engagement

® Exercising our voting rights globally, with one voice
across ETFs, active funds and index funds

® Addressing systemic risks and opportunities

A

Case Study 2
Freeport-McMoRan Inc

Freeport-McMoRan, a US-listed miner, is also
deemed to be a perennial violator of the UNGC.
Every year, the company dumps tens of millions

of tons of mining waste into the Ajkwa River system
in Indonesia, prompting a backlash from environ-
mentalists, indigenous groups and

human-rights watchdogs. Freeport’s reluctance

to abandon this practice may pose further reputa-
tional risks in the future. In addition, the miner faces
the threat of stricter environmental regulations.

e Seeking to influence regulators and policymakers
e Collaborating with other investors and stakeholders

ETFs are,
therefore, able to leverage the scale of our entire book,

Investors who own shares in our
on some of the most pressing issues of our time —
including climate change, workplace diversity and

income inequality.

Our Corporate Governance team, which spearheads this
activity, operates independently of the business and
reports directly to the LGIM board. This structure is
designed to ensure that any potential investment
conflicts of interest are minimised, and that we always

act to achieve the best outcome for our clients.

Our responsibility to investors

For us, responsibility also encompasses how we treat
our clients. This means that in addition to focusing on
offering value for money, we construct core ETFs to help
safeguard investors against potential losses suffered
rebalancing, through
thoughtful design that seeks to avoid crowds, which we

from index events, such as

discuss in a separate piece.

Together with the Future World Protection List and our
approach to active ownership, this helps us to embed
the principles of responsible investing into our core
ETFs. We believe that by doing so, we can offer investors
in an increasingly crowded market — where the emphasis
is frequently on price above all other considerations -
something truly different.



Appendix: the UN Global Compact

The UN Global Compact is a voluntary initiative based
on commitments to implement universal sustainability
principles and to take steps to support UN goals. These
principles are generated from the Universal Declaration
of Human Rights; the United Nations Convention Against
Corruption; the International Labour Organisation’s
Declaration on Fundamental
at Work; and the Rio Declaration on Environment

and Development.

Principles and Rights

The compact seeks wide participation from a diverse
group of businesses - including more than 9,500
companies, based in over 160 countries, representing
nearly every size and sector. As a participant, acompany:

® Sets in motion changes to business operations so
that the UNGC and its principles become part of
strategy, culture and day-to-day operations

® |s required to communicate with stakeholders on
an annual basis about progress in implementing
the compact’s principles and efforts to support
societal priorities

e |s expected to publicly advocate the UNGC
and its principles

A communication on progress issued by participants is
avisible expression oftheircommitmentto sustainability;
companies that fail to report or to meet the criteria over
time may be removed from the initiative.

At LGIM, we believe the compact represents the globally
accepted minimum standard for business practice —
whether or not a company has publicly endorsed the
initiative. We use data to identify companies in breach of
the compact’s principles, sourced from a well-known
and highly respected data provider.

Companies that are in breach of at least one of the
principles for a continuous period of three years (36
months) or more will be considered to be persistent
violators of the compact and incorporated into the Future
World Protection List.

ETFs Powered by
Legal & General




The information contained in this document
(the ‘Information’) has been prepared by
Legal & General Investment Management
Limited, or by Legal and General Assurance
(Pensions Management) Limited and/or their
affiliates ('Legal & General’, ‘we’ or ‘us’). Such
Information is the property and/or confidential
information of Legal & General and may not be
disclosed by you to any other person without
the prior written consent of Legal & General.

No party shall have any right of action against
Legal & General in relation to the accuracy or
completeness of the Information, or any other
written or oral information made available
in connection with this publication. Any
investment advice that we provide to you is
based solely on the limited initial information
which you have provided to us. No part of this
or any other document or presentation provided
by us shall be deemed to constitute ‘proper
advice' for the purposes of the Pensions Act
1995 (as amended). Any limited initial advice
given relating to professional services will be
further discussed and negotiated in order to
agree formal investment guidelines which will
form part of written contractual terms between
the parties.

Past performance is no guarantee of future
results. The value of an investment and any
income taken from it is not guaranteed and can
go down as well as up, you may not get back the
amount you originally invested.

The Information has been produced for use
by a professional investor and their advisors
only. It should not be distributed without
our permission.

The risks associated with each fund or
investment strategy are setoutinthis publication,
the relevant prospectus or investment
management agreement (as applicable) and
these should be read and understood before
making any investment decisions. A copy of the
relevant documentation can be obtained from
your Client Relationship Manager.

Confidentiality and Limitations:

Unless otherwise agreed by Legal & General in
writing, the Information in this document (a) is
for information purposes only and we are not
soliciting any action based on it, and (b) is not
a recommendation to buy or sell securities or
pursue a particular investment strategy; and (c)
is not investment, legal, regulatory or tax advice.
Any trading or investment decisions taken
by you should be based on your own analysis
and judgment (and/or that of your professional
advisors) and not in reliance on us or the

Information. To the fullest extent permitted by
law, we exclude all representations, warranties,
conditions, undertakings and all other terms
of any kind, implied by statute or common
law, with respect to the Information including
(without limitation) any representations as to the
quality, suitability, accuracy or completeness of
the Information.

Any projections, estimates or forecasts included
in the Information (a) shall not constitute a
guarantee of future events, (b) may not consider
or reflect all possible future events or conditions
relevant to you (for example, market disruption
events); and (c) may be based on assumptions
or simplifications that may not be relevant
to you.

The Information is provided ‘as is'" and ‘as
available’. To the fullest extent permitted by law,
Legal & General accepts no liability to you or any
other recipient of the Information for any loss,
damage or cost arising from, or in connection
with, any use or reliance on the Information.
Without limiting the generality of the foregoing,
Legal & General does not accept any liability
for any indirect, special or consequential loss
howsoever caused and on any theory or liability,
whether in contract or tort (including negligence)
or otherwise, even if Legal & General has
been advised of the possibility of such loss.

Third Party Data:

Where this document contains third party data
(‘Third Party Data’), we cannot guarantee the
accuracy, completeness or reliability of such
Third Party Data and accept no responsibility
or liability whatsoever in respect of such Third
Party Data.

Publication, Amendments
and Updates:

We are under no obligation to update or amend
the Information or correct any errors in the
Information following the date it was delivered
to you. Legal & General reserves the right to
update this document and/or the Information at
any time and without notice.

Although the Information contained in this
document is believed to be correct as at the
time of printing or publication, no assurance
can be given to you that this document is
complete or accurate in the light of information
that may become available after its publication.
The Information may not take into account any
relevant events, facts or conditions that have
occurred after the publication or printing of this
document.

Telephone Recording

As required under applicable laws Legal &
General will record all telephone and electronic
communications and conversations with you
that result or may result in the undertaking of
transactions in financial instruments on your
behalf. Such records will be kept for a period
of five years (or up to seven years upon request
from the Financial Conduct Authority (or such
successor from time to time)) and will be
provided to you upon request.

Legal & General Investment Management
Limited. Registered in England and Wales No.
02091894. Registered Office: One Coleman
Street, London, EC2R 5AA. Authorised and
regulated by the Financial Conduct Authority,
No. 119272.

Legal and General Assurance (Pensions
Management) Limited. Registered in England
and Wales No. 01006112. Registered Office:
One Coleman Street, London, EC2R 5AA.
Authorised by the Prudential Regulation
Authority and regulated by the Financial
Conduct Authority and the Prudential Regulation
Authority, No. 202202.

The LGIM Workplace Savings division on
behalf of both Legal and General Assurance
Limited. Registered in England and Wales
No. 00166055. Authorised by the Prudential
Regulation Authority and regulated by the
Financial Conduct Authority and the Prudential
Regulation Authority. As well as Legal &
General (Portfolio Management Services)
Limited. Registered in England and Wales
No. 02457525. Authorised and regulated by
the Financial Conduct Authority, No. 146786.
Registered Offices: One Coleman Street,
London, EC2R 5AA.

CONTACT US

For further information please contact us:

Q®) 0345 070 8684

@fundsales@lgim.com

@ Igimetf.com

We record and monitor calls. Call charges will vary.
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