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Fixed-income asset owners and investors have recently expressed an increasing amount of interest in incor-
porating responsible investing considerations into their investment portfolios. While this can take many dif-
ferent forms, the primary motivation for this trend is driven by concerns related to prudent risk management
through integration of material environmental, social and governance (ESG) considerations and to be com-
pliant with a regulatory environment that promotes policies on sustainable themes. This paper outlines the
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KEY TAKEAWAYS

Asset owners are increasingly focused on the need to manage assets sustainably while
mitigating investment risk.

The first step for asset owners incorporating ESG into their investment mandates is to
define their investment goals and beliefs.

An increasingly popular type of instrument is the sustainability-linked bond, which has key
performance indicators linked to the achievement of pre-defined sustainable metrics.

Asset owners can better integrate their responsible investment beliefs by effectively
partnering with external asset managers to reform and update investment management
mandates and guidelines.

At Western Asset we have always believed it is imperative to understand client investment
expectations when negotiating mandate guidelines and aligning to clients’ ESG beliefs is
consistent with this approach.

© Western Asset Management Company, LLC 2022. This publication is the property of Western Asset Management Company and is intended for the sole use of its clients, consultants, and other intended
recipients. It should not be forwarded to any other person. Contents herein should be treated as confidential and proprietary information. This material may not be reproduced or used in any form or

medium without express written permission.


https://www.westernasset.com/us/en/research/whitepapers/esg-guide-for-asset-owners.cfm?srcid=WA_Commentary

WESTERN ASSET

“Perhaps the
greatest driver

of change for
asset owners

are national

and regional
regulations

and policies on
sustainability and
climate change.”

Western Asset

An ESG Guide for Asset Owners

By Brishni Mukhopadhyay, Michael Zelouf

The Need for Asset Owners to Consider Sustainable Investment

Asset owners are increasingly focused on the need to manage assets sustainably. A survey conducted by FTSE Russell'

found that 84% of asset owners globally are either implementing or evaluating sustainability in their portfolios. Over
the past three years, there has been a marked increase in asset owners incorporating responsible investing consider-
ations into their investment portfolios, though there is variance across investors with respect to the types of strategies,
datasets and methods used to integrate environmental, social and governance (ESG) factors in their decision-making.

The clear and growing trend toward incorporating material ESG considerations is driven by a combination of prudent
risk (including reputational) management, beneficiary preferences, as well as policy and regulatory decisions, all
of which play a role in asset owners’ embrace of sustainable investment policies.

A key rationale for asset owners incorporating material ESG considerations is to mitigate investment risk. Research?
continues to suggest that issuers with superior ESG practices have a lower cost of debt, favourable future bond
spreads and tend to experience lower drawdowns during periods of market stress. Conversely, issuers that are
deemed to be lower in ESG quality tend to have higher risk affecting their future ability to meet debt obligations
and must compensate investors with a higher premium.

Asset owners are also attuned to the exponential increase in interest and awareness by their beneficiaries who are
keen that their fiduciaries ensure portfolios incorporate sustainability considerations to “do good as well as do well.”
The UN Principles of Responsible Investing (PRI) notes® that many beneficiaries value sustainability as a key compo-
nent and expect their preferences to be incorporated in terms of how their investments and savings are managed.

Perhaps the greatest drivers of change for asset owners are national and regional regulations and policies on
sustainability and climate change. Some of these include:

1. Inthe European Union, the Sustainable Finance Disclosure Regulation (SFDR)**, provides general guidelines and mandates
disclosure requirements for labelled sustainable products and asset managers. These include the requirement for Article
8 labelled products to “promote environmental and social considerations” while Article 9 labelled products which have
“sustainable investment as its objective” that the EU Taxonomy’ criteria lists as environmental objectives. Additionally,
the European Central Bank® recommended incorporation of climate change into its monetary policy framework.

2. Inthe United States, the Federal Reserve’® (Fed) acknowledges and has begun to explore the cascade of consequences
stemming from risks to economic activities and financial risks resulting from climate risks. Like many central banks,
the Fed is now a part of the Network for Greening the Financial System', a group created to explore ways to deploy
capital toward a sustainable economy.

3. Inthe United Kingdom, regulations by the Government Department for Work and Pensions' mandate pension trustees
to incorporate climate risk assessment and report on metrics. The UK Government has also made it mandatory for
companies to disclose metrics in alignment with the Taskforce on Climate related Financial Disclosures (TCFD)™.

4. The Bank of Japan' talks of lending support to efforts by the private sector on climate change to help with long-term
macroeconomic stability.

5. The Deputy Governor of the Reserve Bank of Australia" has described climate change as a first-order risk with broad
impact on businesses and households.

6. The Banco Central do Brasil™ has initiated a sustainable agenda and has embraced the importance of socio-environ-
mental sustainability for the Brazilian economy.
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Asset Owner Preferences on Responsible Investment Frameworks

The first step for asset owners to consider when designing an investment mandate that incorporates ESG factors is to
develop aresponsible investing (RI) policy that defines their investment goals and beliefs. This policy will inform their
approach to Rl and will help toward fulfilling their fiduciary duty. Importantly, the policy should provide guidance
on the importance of financial materiality of ESG factors. Asset owner fiduciaries have a duty to ensure that they
generate sustainable long-term returns on a risk-adjusted basis for beneficiaries. In the context of fixed-income, Rl
policies should therefore steer mandates to focus on ESG risks that are material to borrowers’ financial health and
evaluate if their bonds provide adequate compensation for those risks while engaging issuers for positive change.

For some asset owners, this Rl policy may imply an integration of ESG considerations while for others this may
entail enhanced ESG criteria that include exclusions, best-in-class, thematic investment or impact investments.
These can be based on stakeholder principles, premise of risk mitigation and return or a combination of all. The
PRI'summarises the range of these approaches in Exhibit 1.

Exhibit 1: Considering ESG Issues When Building a Portfolio

ESG Incorporation

ESGissues can be incorporated into existing portfolio construction
practices using a combination of these three approaches:

Explicitly and systematically Applying filters to lists of potential Seeking to combine attractive

including ESG issues in investment investments to rule companies in or risk-return profiles with an intention

analysis and decisions, to better out of contention for investment, to contribute to a specific

manage risks and improve returns. based on an investor's preferences, environmental or social outcome.
values or ethics. Includes impact investing.

Source: UN PRI— Embedding ESG Factors in Investment Mandates. As of 31 Dec 21.

Asset owners such as California State Teachers Retirement Scheme (CalSTRS) identify human rights, political and
property rights, environmental and climate change and corporate governance considerations as ESG risk factors
among others”. In the same vein, Brunel Pension Partnership, in the UK', recognises the linkage between “the
economy, civil society and the physical environment’ but is clear that it is 'not an ethical investor” and that “ESG
risks and opportunities are evaluated in relation to investment risk and return objectives"®. Japan's Government
Pension Investment Fund (GPIF), published a report into Realization of a “sustainable, human-centred society™”
and achievement of UN Sustainable Development Goals (SDGs).

Onthe other hand, for Dutch Pension giant APG ESG criteria are just as important as traditional financial metrics and
therefore environmental, social impact and good governance risks/elements/considerations must be evaluated for
every investment?. For superannuation schemes such as Australian Super, responsible investment means being

"active on ESG issues today” such as climate change, human rights and gender diversity to "deliver performance
in the future."?

It thus follows that asset owners based on their varying philosophies and approaches must decide where they
want to position themselves on the spectrum of competitive financial returns and impact-only focused solutions.
As illustrated in Exhibit 2, incorporating ESG criteria into Responsible and Sustainable solutions does not automat-
ically imply foregoing financial returns. Rather, it entails incorporation of material ESG practices to seek to mitigate
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risk, protect and enhance value. On the other hand, unlike the aforementioned solutions, asset owners focused
on Impact — only solutions should be aware of the financial trade-offs that this type of impact focused solution
is likely to entail.

Aligning Asset Managers with Asset Owners’ Rl Policies
Exhibit 2: Investor Financial Objectives and Impact
Financial-only - Responsible - Sustainable Impact Impact-only

Delivering competitive financial retur

Mitigating Environmental, Social and Governance risks

Pursuing Environmental, Social and Governance opportunities

Focusing on measurable high-impact solutions

Competitive financial returns

Below market financial returns

2 Limited orno  : Mitigate risky - Adopt Address Address Address Address

2 regard for environmental, : progressive societal societal societal societal
£ environmental, : social and environmental, - challenges challenges challenges challenges
% social or governance social and that generate : which may thatrequirea - that cannot
%’ governance practices in governance competitive  : generatea below market : generate a
~* practices order to practices that - financial below market : financial return : financial
protect value - may enhance - returns for financial return : forinvestors  : return for

value investors for investors investors

Source: Bridges Impact + and the Impact Management Project. As of 31 Dec 21.

The next step in mandate design is to assess how well asset managers align their investment approach to the asset
owner's Rl policy and investment beliefs. Given the breadth of asset owners’ adherence to ESG principles ranging
from broad principles to focus on risk and return, it is imperative that asset managers understand and align with
client expectations on ESG. As outlined by the PRI, thisincludes “. . .ensuring that ESG issues are fully integrated into
investment decision making, and ensuring that the manager engages with companies and issuers. ..". Alignment
is also important in the timeframes over which manager performance is evaluated within an investment mandate
and of the managers’ organisational culture.

For this alignment to be effective, asset owners must ensure that responsible investing is integrated into manager

selection in a comprehensive and transparent manner. This should include an assessment of ESG governance and

resources, philosophy and process on engagement and stewardship and industry collaboration on ESG issues.
Asset managers that demonstrate an ability and willingness to work collaboratively with asset owners to design

mandates that reflect the asset owner’s Rl policies and investment beliefs are more likely to form successful long-
term partnerships.

Quantifying Clients’ ESG Philosophy into Measurable Attributes

The final step in mandate design is in drafting ESG guidelines that distil asset owners” overarching ESG principles
into tangible goals. To do so effectively, it is important for asset managers to understand and clarify with the asset
owner the precise investment return and risk implications of these beliefs on mandate design and portfolio con-
struction. Mandate guidelines need to be clear and transparent on the definitions of ESG metrics, ESG rating and

3 February 2022



An ESG Guide for Asset Owners

“When constructing
decarbonisation
solutions, it is
important to help
clients understand
the implications of
such strategies.”

Western Asset

data providers, ESG (including climate-related) targets, ESG performance measurement, as well as portfolio and
security-level ESG metric and engagement reporting. It is also important for asset managers to outline a method
to identify and measure progress on these ESG characteristics over time. These include helping asset owners
understand the limitation of data availability, greater understanding of ESG factors by issuers and the ongoing
evolution of these issues.

Socially Responsible Investment (SRI) Exclusions

A popular consideration around asset owners’ ESG principles tends to involve SRI exclusions. This could either
entail complete exclusions of certain sectors (e.g., controversial weapons) or be based on revenue thresholds (e.g.,
excluding any company that generates more than 5% revenue from tobacco manufacturing or distribution). When
incorporating exclusions, it is important for asset owners to understand the implications on the investment universe
and the corresponding impact on alpha and tracking error. SRl screens that are designed poorly may inadvertently
remove significant segments of the investable universe resulting in larger concentration risk in remaining issuers
and lower portfolio diversification benefits. On the other hand, SRI screens that seek to affect sectors or issuers
that are not representative of the benchmark may be counterproductive.

Decarbonisation Goals

Many asset owners are seeking to adopt decarbonisation solutions. When setting decarbonisation targets for the
portfolio a metric that could be used is the portfolio’s Weighted Average Carbon Intensity (WACI), which is rec-
ommended by the Taskforce on Climate-related Financial Disclosures (TCFD)*. More recently asset owners are also
evaluating incorporating Portfolio Temperature Rating® or Implied Temperature Rise metrics and metrics outlined
under Partnership for Carbon Accounting Financials (PCAF)*. While some may prefer decarbonisation relative to
an index (such as 10% or 20%) or an annual decarbonisation in absolute terms, others have sought to align with
Paris Aligned Net Zero solutions, such as signatories to the Net Zero Asset Owner Alliance.

When constructing decarbonisation solutions, it is important to help clients understand the implications of such
strategies. While the number of corporate bond issuers setting decarbonisation strategies or aligning with ex-
plicit net zero targets has increased, these numbers still need to increase further. For instance, around 30% of the
Bloomberg Global Aggregate Corporate Index has issuers aligning with Net Zero goals and around 15% for the
Bloomberg US High Yield - 2% Issuer Cap USD Unhedged Index.?” Around 60% of the investment-grade and 20%
of high-yield corporate universe, represented by the two aforementioned benchmarks, have set decarbonisation
targets. Moreover, only seven of the G20 countries have legislated pledges to decarbonise.?®

To adhere to 1.5°C scenario, carbon emissions would need to drop by 7.6% annually while reducing by 2.7% annually
to adhere to the 2°C Scenario.”” Net Zero aligned portfolios would need to be constructed such that the portfolio’s
WACI adheres to these targets. Additionally, the lack of data availability around Scope 3 emissions® needs to be
considered. Within corporate bond mandates with decarbonisation objectives, these portfolios typically tend to
be overweight in lower carbon intensive sectors such as financials while being underweight high carbon intensive
sectors such as utilities, energy and transportation. Within sovereign bond mandates, these portfolios are typically
overweight developed market (DM) sovereigns while being underweight emerging market (EM) sovereigns in
Asia, Latin America and Africa.

It is important to flag that a commitment to annual decarbonisation in bond mandates not only increases
concentration risk but also reduces a manager's flexibility to invest on a fundamental value basis. If low carbon
intensity sector spreads become rich relative to higher carbon sectors, managers are limited to allocating only
to issuers in these higher carbon sectors that are explicitly aligned to decarbonisation targets. Additionally, to
truly achieve decarbonisation would imply to not just completely exclude carbon intensive sectors or sovereigns
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but rather actively engage with issuers to reduce their carbon footprint. This highlights the trade-off on return
and risk between impact investing strategies and those seeking to meet fiduciary obligations by focusing solely
on financial factors.

ESG Principles on People, Planet and Prosperity

For clients that wish to align with general principles around environmental and social considerations, the UN
Sustainable Development Goals (SDG) principles with their focus on “people, planet and prosperity”' offers an
option. Mandates can be designed with explicit targets for exposure aligned with SDGs as long as managers
have a robust framework for reporting and analysing such exposure. Thematic portfolios could be constructed
to invest in issuers whose business practices are either best in class for sustainability practices or align with one
or multiple of the 17 goals enshrined under the UN SDGs. Portfolios could also invest in labelled thematic bonds
such as green bonds, green asset-backed securities (ABS) and green commercial mortgage-backed securities
(CMBS); social bonds, social MBS and sustainable bonds whose proceeds are used for green, social and sustainable
projects, respectively. An increasingly popular type of instrument is the sustainability-linked bond, which has key
performance indicators (KPIs) linked to achievement of pre-defined sustainable metrics. Failure to meet the KPIs
ordinarily results in higher coupon payments.

UN SDG goals range from having both an environmental focus and social focus and cover multiple themes.
Western Asset as a debt investor focuses on the themes illustrated in Exhibit 3. Of the 17 UN SDGs, Western Asset
has chosen to focus on eight specific SDGs, illustrated by their respective numbers, based on availability of data,
ability to measure issuer-alignment and progress. It is important to adopt a meticulous approach when reviewing
issuer alignment to SDGs.

Exhibit 3: Environmental and Social Investment Themes

”— = Medicine production
V Health and Well-Being * Healthcare equipment

= Medical R&D

= Executive leadership

= Board diversity

= Minorities in management
= Fair wage policies

9' Diversity and Inclusion

= Water performance
= Water management and efficiency

6
(\ Renewable Energy = Green bonds and MBS/ABS

Water Management

= Renewable energy use and generation

= Sustainable sourcing

= Recycling practives

= Reduction in carbon emissions

= Energy management and efficiency

Resource Conservation

Source: UN, Western Asset. As of 31 Dec 21.
Numbers represent select UN SDGs that align with broad themes.
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Given their popularity, labelled bonds often trade at a premium to their non-labelled counterparts. While some
clients may wish to include labelled thematic bonds, others may question the need to pay a premium to incentivise
issuers to ring fence capital for specific ESG projects rather than having a holistic approach. Given the premium,
it is imperative that asset managers help clients understand the impact that this may have on performance espe-
cially when setting guidelines on specific percentage allocation to labelled bonds. However, increased issuance
of labelled bonds and in some cases the ability to “twin" a labelled bond with its conventional peer is expected to
help reduce this premium in the long term. Exhibit 4 illustrates the growth of sustainable bonds.

Exhibit 4: The Growth of Sustainable Bonds

M Green ABSBond M Green Bond M Green Loan [ Green Municipal Bond

M Social Bond M Sustainability Bond 1 Sustainability-linked Bond M Sustainability-linked Loan
1600
1400
1200
1000
800
600

400
- -
(o mmm -

2014 2015 2017 2018 2019 2020 2021
Source: Bloomberg. As of 31 Dec 21.

Debt Issued in USD (billions)
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The following chart illustrates a spectrum of capital across strategies when implementing ESG guidelines.

Exhibit 5: A Spectrum of Capital

Philanthropy Social Impact Sustainableand Conventional
Investing Responsible Financial
Investing Investing
Traditional Venture Social Impact ESG Fully
Philanthropy  Philanthropy Investing Investment Investing Commercial
Investing
Address Address Investment Investment Enhance Limited or no
societal societal ¢ withafocuson withanintent long-term value regard for ESG
challenges challenges social and/or tohavea by using ESG practices
Focus through the with venture environmental  measurable factorsto
provision of investment : outcomeand environmental  mitigate risks
grants approaches some expected  and/or social and identify
¢ financial return return growth
opportunities
: Use of ESG metrics and methodologies
Social return Social return Socialreturn ~ Social return  Financial market ~ Financial
only focused and sub-market and adequate  returnfocused  market return
financial return financial on long-term only
Return
) market rate value
Expectations
Social impact ~<€—> Social and financial -—>> Financial
rerturns

Source: Stylised adaptation from CFA Institute, CFA UK Certificate in ESG Investing Curriculum, Edition 3, 31 Dec 2021 and Organisation for Economic Co-operation and
Development (OECD) based on earlier versions from various organizations. ©2022, CFA Institute. Reproduced and republished with permission from CFA Institute.

All rights reserved. As of 31 Dec 21.

For illustrative purposes only.

Understanding Investment Implications When Drafting ESG Guidelines

When designing fixed-income mandate guidelines it is important to understand the nuances of the mandate and
benchmark universe. Applying SRl screens designed for equity mandates may not be appropriate for aggregate
fixed-income type strategies which include both sovereign and corporate bonds and therefore have a much
smaller exposure to corporate issuers. Screens for sovereign issuers determined by ESG criteria based on GDP and
purchasing power parity (PPP) could be incorporated to allow for a more holistic assessment to avoid a scenario
where EM sovereigns are removed while tilting the portfolio heavily toward DM sovereigns.

Similarly, within the corporate fixed-income universe, it is important to understand the constitution of indices and
how these differ among themselves and from their equity counterparts. For instance, a typical investment-grade
corporate index such as the Bloomberg Global Aggregate Corporate Index comprises over half its allocation in
industrials, over a third in financials and around 8% in utilities. On the other hand, a high-yield corporate index such
as the Bloomberg US High Yield 2% Issuer Cap USD Unhedged Index has an even higher allocation to industrials
at over 85%. The high-yield investment universe has a higher exposure compared to investment-grade credit to
carbon-intensive energy names. Restrictions on exposure to oil and gas issuers or targets on WACI reduction could
have a significant impact for a high-yield portfolio.
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Exhibit 6 illustrates some of the differences between sample IG and HY indices and the differences in their WACI.

Exhibit 6: WACI Comparison—High-Yield vs. Investment-Grade Indices

MV% Weighted Average MV% Weighted Average
Carbon Intensity (WACI) Carbon Intensity (WACI)
Credit 100.0 308.4 99.7 255.0
Finance 10.5 34 37.2 6.1
Banking 1.2 0.1 24.2 1.1
Brokerage 0.7 0.0 14 0.1
E‘;‘;’;‘:ﬂies 22 0.2 12 0.4
Financial-Other 2.1 13 1.1 0.8
Insurance 23 0.4 6.0 0.9
Reits 2.1 14 33 29
Industrials 86.6 2239 54.2 98.6
Basic Industry 5.2 387 3.0 19.6
Capital Goods 8.2 24.1 4.8 13.4
Communications 16.5 4.8 8.2 2.5
Consumer-Cyclical 20.4 31.0 7.5 2.7
g;gisc”a’;‘e"m"' 136 64 138 53
Energy 13.1 93.4 6.4 40.0
Industrial-Other 1.4 11 1.0 1.6
Technology 57 2.0 6.3 2.0
Transportation 2.6 22.3 31 1.4
Utility 2.9 81.1 8.2 150.3
Electric 27 80.4 6.5 137.6
Natural Gas 0.2 0.6 1.2 9.2
Utility-Other 0.0 0.1 0.5 34
Non Corp - - 0.0 0.0
Other - - 0.3 -

Source: MSCI, Western Asset. As of 31 Dec 21.
Non Corp includes Quasi Gov and Commercial Paper and contributes minimal exposure to these sectors.
Other includes FX, derivatives, cash, and Structured Products.

Once the client’s philosophy has been understood, both the asset manager and the client should work together
to accurately quantify specific metrics against which to measure the portfolio’s ESG criteria.
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Incorporating Good Stewardship Principles as Part of Fiduciary Duty

Engagement with issuers to ensure they deliver long-term financial and sustainable outcomes for clients is
imperative for asset managers. This is because, importantly, stewardship needs to consider how non-financial
ESG factors can impact the value of client assets. When drafting bond mandate ESG guidelines on engage-
ment, asset owners need to be clear about their expectations around stewardship and take into account the
different approach bond managers must take on stewardship given that influencing issuers via voting is not
often at their disposal. Bond managers should be able to link the cost of debt capital with good ESG practices.
Additionally, engagement guidelines could be drafted to work with issuers to set tangible goals. These goals
could be principle-based such as those around the UN Global Compact or based on outcomes as outlined in
the UK Stewardship Code 2020.

Helping Clients Understand the Policy and Regulatory Drivers for ESG Integration

When drafting bond mandate ESG guidelines, asset owners and managers need to engage to understand the
policy and regulatory drivers that are needed for the integration of ESG parameters into investment portfolios.
Regulators and policymakers acknowledge the vulnerabilities faced by the broader economy and businesses
arising from climate change and other ESG-related risks. The COVID-19 pandemic and its ensuing effect on
global supply chains, COP 26* and the call to accelerate the commitment to reduce emissions and the global
tax plan to improve transparency are all examples of ESG considerations that are changing the way business is
conducted. It is therefore imperative for asset managers to work with asset owners to understand the impact
on markets and to align mandate designs with ESG-related policies and regulations. A primary example is the
UK Department for Work and Pensions regulation® mandating pension trustees to incorporate climate risk
assessment and report on metrics.

The Role of Asset Managers

Asset owners can better integrate their responsible investment beliefs by effectively partnering with external
asset managers to reform and update investment management mandates and guidelines. At Western Asset we
have always believed it is imperative to understand client investment expectations when negotiating mandate
guidelines and aligning to clients’ ESG beliefs is consistent with this approach. In fixed-income mandates, in-
vestment management agreements (IMAs) and especially investment guidelines have changed little over the
last many years and with the exception of the inclusion of some ethical-based issuer exclusions. Bond mandate
guidelines currently make little direct reference to responsible investing parameters. By working in partnership
with asset owners and understanding their sustainable investment goals and beliefs and how they intersect with
their fiduciary obligations, asset managers can help customise IMAs and guidelines that more explicitly address
non-financial factors.

Guidelines can include third-party and proprietary ESG ratings and scores, carbon emissions and intensities, SRI
and other sector screens, alignment to SDGs and expectations for engagement activities. IMAs can also specify
ESG metrics and engagement reporting requirements. Asset managers can also help inform the implications
for returns as a result of incorporating sustainability parameters into guidelines and how risk management can
incorporate material ESG considerations into valuations. Finally, a strong partnership between asset owners and
managers requires transparency on how outcomes are measured and monitored (including the use of sustain-
able benchmarks) and how engagement will be deployed by the manager in improving and/or changing fixed
income issuer behaviour.

9 February 2022



An ESG Guide for Asset Owners

Sample ESG Bond Mandate Checklist

Characteristics Y/N
1. Investment Objectives QO

2. ESG Parameters

a. Average Portfolio ESG Rating (absolute and/or relative to benchmark) Q0
b. Minimum ESG Security Rating (% of portfolio and/or single security) o))
¢. Minimum Allocation to issuers aligned with UN SDGs including thematic bonds 0]0]
d. Decarbonisation Targets QO
3. SRI Exclusions (based on Revenue Thresholds, Manufacturer/Distributor criteria) Q0

Some typical exclusions may include some or all of the following: tobacco, thermal coal, con-
troversial weapons, nuclear weapons, conventional weapons, UN global compact fails states/
sovereigns that score inadequately per Freedom House data noting the possible limitations that
each may present.
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Sample Sustainable Investment-Grade Global Corporate Bond Fixed-Income Investment Mandate
with ESG investment Guidelines*

Exhibit 7: Sample Sustainable Investment-Grade Global Corporate Bond Fixed-Income Investment Mandate
with ESG investment Guidelines

Investment Objectives

= Maximise total return through income and capital appreciation
N = Qutperform Bloomberg Global Aggregate Corporate Index
@ = |dentify corporate credit relative value opportunities with favourable ESG profiles
= Annual reduction in portfolio weighted average carbon intensity

ESG Parameters

= Portfolio average MSCI ESG Rating of BBB or better
= Portfolio carbon intensity at least 20% lower than the benchmark
l | “ = Minimum 20% of securities aligned with at least 1 of 8 selected UN SDGs
U = Maximum 10% of securities with an ESG rating below BBB
= Portfolio ESG rating higher than that of the Fund’s investment universe

SRI Exclusions (Based on Revenue Thresholds, Manufacturer/Distributor criteria)

= [ssuers that do not follow good governance practices, as determined by the investment manager
= [ssuers deriving over a certain percentage of revenue from:

- Civilian firearms (manufacturing/supply)

« Any involvement in conventional weapons

- Thermal coal mining (production/distribution)

- Tobacco production and/or distribution

x - Nuclear weapons
u - Tobacco production and/or distribution
- Controversial weapons® (anti-personnel landmines, biochemical weapons, blinding laser
weapons, depleted uranium, incendiary weapons, and non-detectable fragments), own a
controversial weapons company, or are owned by a controversial weapons company.

= [ssuers assessed as “fail” under the UN Global Compact
= State and/or sovereign issuers that score inadequately according to the Freedom House Index

Source: Western Asset.

A Final Note to Asset Owners

This paper offers asset owners a guide to help integrate ESG considerations into their investment mandates. We
outlined the growing tide of regulations related to ESG integration facing asset owners and the need to consider
material sustainability risks such as climate change impacting their asset portfolios. We laid out the three steps we
believe asset owners need to adopt when designing investment mandates incorporating ESG factors: (1) Develop-
ing responsible investing policies that define their ESG investment goals and beliefs, (2) assessing the alignment
of their asset manager’s investment approach with their responsible investing policies and (3) drafting asset
class specific ESG guidelines that distil their overarching ESG principles into practical and measurable parameters
such as SRI exclusions and decarbonisation targets. Finally, we explained the importance of understanding the
investment, regulatory and stewardship implications of ESG guidelines and of the role asset managers can serve
in partnering with asset owners to help them achieve their sustainability targets while meeting their fiduciary
obligations to their clients/beneficiaries.

11 February 2022



An ESG Guide for Asset Owners

Western Asset

ENDNOTES

1 https:/content ftserussell.com/sites/default/files/sustainable investment is_now_standard according_to_global asset owner_survey.
pdf? ga=2.111116805.1486500956.1636910269-153374882.1631542426

https://www.msci.com/www/blog-posts/esg-and-the-cost-of-capital /01726513589
https://www.unpri.org/download?ac=13321
https://eur-lex.europa.eu/le: ontent/EN/TXT/PDF

2
3
4
5

ing-by-occupational-pension-schemes#chapter-6-scenario-analysis
12 https://www.gov.uk/government/news/uk-to-enshrine-mandatory-climate-disclosures-for-largest-companies-in-law
13 https://www.boj.or.jp/en/announcements/press/koen 2021/data/ko210727a.pdf
14 https://www.rba.gov.au/speeches/2021/sp-dg-2021-10-14.html
15 https://www.bcb. gov br(en[ﬁnanoalstablIlty[sustamablllty

19 https: ﬁwww brunelgensmnpartnershlg org/wp-content/uploads/2020/08/Brunel-RI-Policy-2020.pdf

20 https://www.brunelpensionpartnership.org/wp-content/uploads/2020/08/Brunel-RI-Policy-2020.pdf

21 https:/www.gpif.go.jo/en/investment/Report_Society and SDGs_en.pdf

22 https://apg.nl/en/about-apg/asset-management/responsible-investment/
23https://www.australiansuper.com/investments/how-we-invest/esg-management

24 https://www.tcfdhub.org/Downloads/pdfs/E099%20-%20Carbon%20footprinting%20-%20metrics.pdf

25 https://cdn.cdp.net/cdp-production/comfy/cms/files/files/000/003/741/original/Temperature_scoring_-_beta_methodology.pdf

26 https://carbonaccountingfinancials.com/files/downloads/PCAF-Global-GHG-Standard.pdf
27 MSCI ESG, as of 30 October 2021

2%C2%BOC
30Scope 3 emissions arise from activities not owned or controlled by a corporate but that indirectly impact its value chain. One organi-

sation’s Scope 3 emissions may be another organisation’s Cop often represent the majority of an organization’s Scope 1 and Scope 2
emissions and may represent the largest component of the total GHG emissions

31 https://sdgs.un.org/2030agenda

32The 2021 United Nations Climate Change Conference, more commonly referred to as COP26, was the 26th United Nations Climate
Change conference COP stands for Conference of the Parties. The summit was attended by the countries that signed the United
Nations Framework Convention on Climate Change (UNFCCC) a treaty that came into force in 1994.

ing-by-occupational-pension-schemes#chapter-6-scenario-analysis

34 Note that these guidelines comply with the Western Asset Sustainable Global Corporate Bond Fund which adheres to the EU SFDR
Article 8 requirements as of 10 January 2022. Other investment grade credit mandates may have different ESG guidelines.

35 (a) Weapons according to (i) The Convention of the Prohibition of the Use, Stockpiling, Production and Transfer of Anti-Personnel
Mines and on their Destruction and (i) The Convention on the Prohibition of Cluster Munitions and (b) weapons classed as either B- or
G weapons pursuant to the United Nations Biological Weapons Convention and the United Nations Chemical Weapons Convention
respectively.
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Western Asset

Pastresults are not indicative of future investment results. This publication is for informational purposes only and reflects the current opinions
of Western Asset. Information contained herein is believed to be accurate, but cannot be guaranteed. Opinions represented are not intended as an
offer or solicitation with respect to the purchase or sale of any security and are subject to change without notice. Statements in this material should
not be considered investment advice. Employees and/or clients of Western Asset may have a position in the securities mentioned. This publication
has been prepared without taking into account your objectives, financial situation or needs. Before acting on this information, you should consider
its appropriateness having regard to your objectives, financial situation or needs. It is your responsibility to be aware of and observe the applicable
laws and regulations of your country of residence.

Western Asset Management Company Distribuidora de Titulos e Valores Mobilidrios Limitada is authorised and regulated by Comisséo de Valores
Mobilidrios and Banco Central do Brasil. Western Asset Management Company Pty Ltd ABN 41 117 767 923 is the holder of the Australian Financial
Services Licence 303160. Western Asset Management Company Pte. Ltd. Co. Reg. No. 200007692R is a holder of a Capital Markets Services Licence
for fund management and regulated by the Monetary Authority of Singapore. Western Asset Management Company Ltd is a registered Financial
Instruments Business Operator and requlated by the Financial Services Agency of Japan. Western Asset Management Company Limited is authorised
and regulated by the Financial Conduct Authority (“FCA”) (FRN 145930). This communication is intended for distribution to Professional Clients only if
deemed to be a financial promotion in the UK as defined by the FCA. This communication may also be intended for certain EEA countries where Western
Asset has been granted permission to do so. For the current list of the approved EEA countries please contact Western Asset at +44.(0)20 7422 3000.

13 February 2022



