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2016 ESG Interest and Implementation Survey

= In September 2016, Callan conducted our fourth annual survey to assess the status of environ-
mental, social, and governance (ESG) factor integration—including responsible and sustainable
investment strategies and socially responsible investing—into investment decision making in the
U.S. institutional market. The results reflect responses from 84 unique institutional U.S. funds rep-

resenting approximately $843 billion in assets.

= The survey reveals a growing trend of incorporation of ESG factors. In 2016, 37% of all survey respon-
dents have “incorporated ESG factors into decision making,” up from 29% in 2015 and 22% in 2013.
Some of this increase appears to be driven by funds in the health care sector, which saw particularly
high adoption rates (62%). Endowments (53%) and foundations (48%) continue to be the highest
adopters relative to other fund types, though corporate funds saw a material uptick in incorporation

relative to a year ago, doubling from 15% in 2015 to 30% in 2016.

= By fund size, large funds (greater than $3 billion in assets) tend to have higher rates of adoption of
ESG factors into investment decision making than smaller funds. The largest funds (with more than

$20 billion in assets) had the highest adoption rates at 71%.

= The most common implementation of ESG is to add language to the investment policy statement
(cited by 53% of respondents that incorporate ESG). The greatest barrier to funds incorporating ESG
into investment decision making continues to be a lack of clarity over the value proposition (cited by

63% of respondents that do not incorporate ESG).
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Exhibit 1

Respondent Overview

Callan surveyed U.S. institutional investors on environmental, social, and governance (ESG) factors,
defined for the purposes of the survey as: socially responsible investing (SRI) (including divestment),
sustainable investing, responsible investing, and other associated terms. We collected responses from
84 U.S. funds and trusts that collectively represent approximately $843 billion in assets.

Exhibit 1 details survey respondents by fund type: 27% are corporate funds, 29% public funds, 25%
foundations, 18% endowments, and 1% other. Exhibit 1 also shows respondents by fund size. Thirty-
three percent have $500 million or less in assets, 37% have between $500 million and $3 billion, and the
remaining 29% have greater than $3 billion. Fifteen percent of respondents are in the health care industry,
an area that reflects higher adoption of ESG. While the 2016 respondent pool is smaller than 2015 (242
funds with $2.4 trillion in assets responded in 2015), the respondent pool makeup is similar by fund size
and type. In 2016, a greater percentage of foundations weighed in (25% in 2016 vs. 10% in 2015) while
fewer public funds and other fund types responded. By fund size, a greater percentage of medium funds
responded in 2016 than 2015, and a smaller portion of large funds weighed in.

Respondents by Fund Type Respondents by Fund Size
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Defining ESG

In 2016, Callan sought to determine how respondents define ESG, as we have found that definitions
can vary widely in the industry. Logically, defining ESG is often the first step a fund takes in exploring
implementation. While just over one-third (35%) of respondents cited a literal definition (i.e., “environ-

mental, social, and governance issues”; or “sustainability related issues”), an almost equal percentage of

Note: Throughout this report, charts may not sum to 100% due to rounding.

» | Callan



Exhibit 2
All Respondents

Exhibit 3
All Respondents

respondents (33%) do not define it at all (Exhibit 2). Nearly every respondent that does not define ESG
also does not currently incorporate it into investment decisions. Fewer respondents cited specific factors/
missions (e.g., ex-tobacco, religious screens) or highlighted one pillar (e.g., environmental issues only).
Some of the “Other” definitions of ESG include: compliant with the PRI principles; applying the Prudent
Investor Rule in judging the quality and reasonable diversification of investments; and considering invest-
ments based on non-investment criteria.

How do you define ESG?

11%

Literal Do not define Other Specific Factor/  Specific Pillar
Mission (ESorG)

ESG Factor Adoption Rates

Our survey asked whether or not the fund had incorporated ESG factors into investment decision mak-
ing. The language was intentionally broad in order to capture the prevalence of ESG considerations in
the institutional investment arena. The percentage of respondents that have incorporated ESG factors
into decision making continues to grow and hit 37% in 2016, up from 29% in 2015 and 22% in 2013
(Exhibit 3). Foundations and endowments are the highest adopters relative to other fund types: 48% of

Have you incorporated ESG factors into your investment decisions?

Not sure 4% Not sure 3% Not sure 2%

No 68% No 72% No 78%

Yes 37%

Yes 29% Yes 26% Yes 22%

2016 2015 2014 2013
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Exhibit 4

By Fund Type
2013 - 2016

By Fund Size
2016

foundations and 53% of endowments indicate they use ESG factors (Exhibit 4). Corporate funds saw a
material increase in prevalence, from 15% in 2015 to 30% in 2016. Corporate defined benefit plans saw
the largest jump, from 7% to 29%, during the same year that followed the Department of Labor’s bulletin
clarifying that investment strategies that consider ESG factors can be in compliance with fiduciary duty
under ERISA. Public funds now have the lowest rates of ESG incorporation at 25%, a modest decrease
from 2015 (27%) that Callan views as a reflection in the survey sample (fewer public funds responded to
our survey in 2016 than in 2015).

Respondents that have incorporated ESG into investment decisions

60%
53% Endowment
48% Foundation

37% All

Corp. DC
30% Corporate
29% Corp. DB
25% Public

40%

20%

0%

2013 2014 2015 2016
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$3bn
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Exhibit 5
All Respondents

Exhibit 6

All Respondents

Exhibit 7
By Fund Type

Survey respondents are from across the U.S.: 31% Central, 25% Northeast, 18% Southeast, 14% Pacific,
and 12% Mountain. The Pacific region has the highest percentage of funds incorporating ESG factors at
58% (Exhibit 5), followed by the Central (46%) and Northeast (33%). Respondents from the Southeast

and Mountain regions have the lowest adoption rate at 20% each.
An additional 22% of respondents that have not yet incorporated ESG into investment decision making

are currently considering doing so (Exhibit 6). This is double the amount considering this decision in 2015

(11%), suggesting the momentum gained in the past few years will continue.

Funds that are incorporating ESG factors in investment decisions by region

Bl Pacific (12 funds)
Il Mountain (10 funds)

— [ Central (26 funds)
20%
I Northeast (21 funds)

I Southeast (15 funds)

If you have not incorporated ESG into investment decisions, are you considering it?

Yes 22%
No 78%

Respondents that are considering incorporating ESG into investment decisions

29%
24%

Corporate Public Endowment  Foundation

30%
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Exhibit 8

Implementation

In 2016, for the first time Callan asked investors that have incorporated ESG factors into investment deci-
sions specifically how they had done so. The top implementation method for survey respondents was to
add language to the investment policy statement (53%). Callan finds that adding language to investment
beliefs or policy statements is frequently a first step that many institutional investors take when pursuing

an integrated approach to incorporating ESG factors in investment decisions.

The next most prevalent implementations are to incorporate a screening process and to communicate to
investment managers that ESG is important to the fund (47% each). A negative screening process can be
put into place to address a specific issue (e.g., screen out investments related to tobacco or fossil fuels),
but positive screening is also becoming more prevalent (e.g., screen to include only securities that have
best practices in a specific sector). Engagement/proxy voting ranked fourth with 43% of investors utilizing
this method. Only 10% of respondents indicated they became a Principles for Responsible Investment
(PRI) signatory; this global initiative tends to be more prevalent with investment management firms oper-
ating in the U.S. Callan’s 2016 survey of investment managers revealed 40% had signed the PRI."

How has your fund implemented the incorporation of ESG factors into the investment decision
making process?

Added language to investment policy statement 53%

Incorporated a screening process 47%

Communicated to investment managers

that ESG is important to the fund 47%

Engagement/proxy voting 43%

Other 33%

Hired a manager/strategy that 30%
has incorporated ESG °

Added language to investment beliefs 30%

Divested from a certain industry,

sector, or other area 27%

Hired a manager/strategy for impact investing 17%

Scored investment managers using ESG metrics 13%

Explored or conducted carbon o
footprinting, tracking, or other analysis 13%

Became a Principles for Responsible
Investment (PRI) signatory

-
S
X

1 Asset Managers and ESG: Sensing Opportunity, Bigger Firms Lead the Charge. Callan. June 2016.
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https://www.callan.com/research/files/1255.pdf

Reasons to Use ESG Factors

Exhibit 9 shows motivations for incorporating ESG into investment decision making. The order of these
factors has changed little over the past two years, and the top reasons cited for incorporating ESG factors
into investment decisions remain: “My fund has other goals besides maximizing risk-adjusted returns, and
we believe that ESG factors can help us attain these other goals” (41%) and “The fund’s Investment Policy
Statement dictates that we consider ESG factors” (34%). Nearly one-third of respondents indicate they
expect to achieve higher returns (31%) and an improved risk profile (31%), or that their fund must consider
ESG factors as part of their fiduciary responsibility (31%).

Exhibit 9 Why has your fund incorporated ESG factors into investment decisions?

@ Corporate @ Endowment
® All Respondents @ Public @ Foundation

My fund has other goals besides
maximizing risk-adjusted returns,
and we believe that ESG factors
can help us attain these other goals

0%

34%

The fund's Investment Policy
Statement dictates that we
consider ESG factors

0%
31% ”
My fund must consider ESG factors 83%

as part of our fiduciary responsibility 29%

2

17%
31% =
We expect to achieve an 50%

improved risk profile 29%

31%

I S
X
o NS
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We expect to achieve higher 50%

returns over the long term

-
B
X

30%

-

~
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24%
Other

57%

Multiple responses allowed. Other responses include: to maximize endowment contributions; to address political factors/risk; faith-
based motivation; sustainability is part of the long-term investor’s considerations; and alignment with mission.
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Reasons Not to Use ESG Factors

More than half (60%) of U.S. institutional investors that responded to our survey have not incorporated
ESG factors into investment decision making, down from 78% in 2013 (Exhibit 3). The main reasons
remain unchanged relative to two years ago and include: ESG’s value proposition is unclear (63%), a
dearth of research tying ESG factors to outperformance (37%), and a perceived disconnect between ESG
factors and financial outcomes (37%) (Exhibit 10). Compared to other fund types, fewer foundations cite
an unclear value proposition (50%) as a reason to not incorporate ESG factors.

Exhibit 10 Why has your fund NOT incorporated ESG factors into investment decisions?
® Corporate @ Endowment
@ All Respondents © Public @ Foundation
It is unclear what the
value proposition is

%

| have not seen ample
research tying ESG
factors to outperformance

9%
43%
40%

My fund will not consider any
factors that are not purely financial
in our investment decision making

41%
29%
30

43

27%

I don’t know how ESG factors
would fit in the fund's strategic
asset allocation

N
X
'S
(] b
2 = =N..
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29%
0%

Benchmarking is too difficult 20% 18%
(unclear how to measure financial =
and non-financial success)
20% 14%
Track records are too short 12%
for these types of strategies
21%
My fund does not have the time 14%
and/or staff resources to devote o
to exploring this area 0%
0%
8!%)
0,
Other 0%

Multiple responses allowed. Other includes: not a board mandate; we consider many factors, but we don't explicitly label/discuss ESG
as a separate subject; we found there is no excess performance, and choose not to limit our investment opportunity set; our committee
believes their responsibility is to maximize return given an acceptable level of risk.
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Personal Views on ESG

Personal views around ESG have changed little over the last several years. Asked to rank a number of
statements according to their personal opinions, respondents agree most on the concept that engage-
ment is more effective than divestment (Exhibit 11). Just over half of respondents (55%) also support the
idea (agree or strongly agree) that ESG investing can have a substantial positive impact on humanity.
Respondents are roughly split into thirds around whether considering the sustainability of the environment
is part of a fiduciary’s duty: a larger percentage agree with this statement (39%) than disagree (31%) and
the remaining 30% have no opinion. Respondents most strongly disagree that ESG investing is a short-
term trend or that it will never be embraced by the U.S. market. Overall, opinions about ESG appear to be

Exhibit 11 Rank the following statements on a scale of 1 to 5 (1=strongly disagree, 5=strongly agree) to reflect
All Respondents your personal views:

3%

B strongly disagree
[ Disagree
Il No opinion

Agree

[ strongly agree

| 4% |

ESG investing can most ESG investing is a ESG investing might work
likely enhance long-term short-term trend in other countries, but the
returns U.S. market will never

embrace it

14%
8%

| 4746 |
Financial outcomes aside, ~ Considering the Overall, ESG factors are Engagement is more
ESG investing can have a  sustainability of the just as important as effective than divestment
substantial positive impact ~ environment is part traditional fundamental
on humanity of a fiduciary's duty factors (e.g., profitability
(society, environment, etc.) and valuation) when

evaluating companies
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crystallizing; in 2015, 40% or more respondents indicated “no opinion” on three statements while in 2016,
the only statement that did not elicit an opinion from more than 40% of respondents was: ESG investing
can most likely enhance long-term returns. This suggests that industry educational efforts are helping
inform investors about the facts needed to form thoughtful opinions about the issues.

Conclusion

While most U.S.-based institutional investors have not yet incorporated ESG factors into decision mak-
ing, steadily increasing rates of usage and changing viewpoints suggest the movement to consider ESG
is gaining traction. Since Callan began conducting this annual survey in 2013, ESG adoption has been
most prevalent in endowments (from 22% in 2013 to 53% in 2016) and foundations (from 31% in 2013 to
48% in 2016). While public funds saw a material increase in usage in 2014 and 2015, adoption leveled off
from 2015-2016 at around one-quarter of public funds. Alternately, corporate funds’ incorporation rate of
ESG factors surged in the past year, doubling from 15% to 30% in 2016, after previously showing little an-
nual change. In October 2015, the Department of Labor issued a bulletin clarifying that investments that
consider ESG factors can be in line with a fiduciary’s duty provided they meet the same risk and return

standards that other investments adhere to.?

ESG issues have received much attention in the last year. Climate change, fossil fuel-free investing, and
the Department of Labor’s Interpretive Bulletin are a few examples of issues that have occupied investors’
minds and been covered by the press. Should trends in Callan’s ESG survey continue, we can expect to
see more attention to these issues and others related to ESG in the future.

2 See Callan’s white paper “The Department of Labor Weighs in on ESG: Key Takeaways from Interpretive Bulletin 2015-01.”
November 2015.



https://www.callan.com/research/files/1181.pdf
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For more information about this report, please contact:
Your Callan consultant or institute@callan.com

About Callan

Callan was founded as an employee-owned investment consulting firm in 1973. Ever since, we have
empowered institutional clients with creative, customized investment solutions that are uniquely backed
by proprietary research, exclusive data, ongoing education, and decision support. Today, Callan advises
on $2 trillion in total assets, which makes us among the largest independently owned investment consult-
ing firms in the U.S. We use a client-focused consulting model to serve public and private pension plan
sponsors, endowments, foundations, operating funds, smaller investment consulting firms, investment

managers, and financial intermediaries. For more information, please visit www.callan.com.

About the Callan Investments Institute

The Callan Institute, established in 1980, is a source of continuing education for those in the institutional in-
vestment community. The Institute conducts conferences and workshops and provides published research,
surveys, and newsletters. The Institute strives to present the most timely and relevant research and educa-
tion available so our clients and our associates stay abreast of important trends in the investments industry.

© 2016 Callan Associates Inc.

Certain information herein has been compiled by Callan and is based on information provided by a variety of sources believed to
be reliable for which Callan has not necessarily verified the accuracy or completeness of or updated. This report is for informational
purposes only and should not be construed as legal or tax advice on any matter. Any investment decision you make on the basis of
this report is your sole responsibility. You should consult with legal and tax advisers before applying any of this information to your
particular situation. Reference in this report to any product, service, or entity should not be construed as a recommendation, approval,
affiliation, or endorsement of such product, service or entity by Callan. Past performance is no guarantee of future results. This report
may consist of statements of opinion, which are made as of the date they are expressed and are not statements of fact. The Callan
Institute (the “Institute”) is, and will be, the sole owner and copyright holder of all material prepared or developed by the Institute. No
party has the right to reproduce, revise, resell, disseminate externally, disseminate to subsidiaries or parents, or post on internal web
sites any part of any material prepared or developed by the Institute, without the Institute’s permission. Institute clients only have the
right to utilize such material internally in their business.
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