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2022 Highlights
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CEO letter
and introduction

The concept of responsible investing has
evolved hugely over the past decade, and the
pace of change is accelerating. Not
necessarily in clear directions, however.

We'ver eached a point
be many boards or management of major
Australian listed companies not taking ESG
risks seriously.

A cursory glance at MSCI ESG ratings shows
an improvement in scores across the market
in recent years. As one of the leading
sustainable investors in the country, Pendal
has played an important role in this transition,
driving companies to change. This is
something we are very proud of.

ltds also reasonabl e
potential alpha available from targeting "box-
ticking sustainability improvers" has eroded
over time.

Curiously, companies that are deprived of
capital as a result of poor ESG behaviours
may well have higher expected returns, at
least over shorter time periods.

This reflects their higher risk and lower
multiples. Certainly, higher fossil fuel prices
over the past year made excess returns very
challenging for sustainable investors.

Nevertheless, we know that changing
consumer preferences, increasing
transparency and a significant shift in the
direction of policy settings are real.

These will demand ever more vigilance on
behalf of corporates to stay on top of their
sustainability agenda.

So, what does this new ESG environment look
like?

wher

Firstly, box ticking will become increasingly
less helpful. The challenge for investors is
identifying authentic leadership that can
leverage non-financial factors to generate real
egonopmig g

woul dnot

Since many of the basic hygiene factors are
already considered, it will become particularly
difficult for systematic processes like those
used by the mainstream ESG score providers
to assess this. Itis here thatP e n d ddep s
fundamental research resources will be well
placed.

Secondly, the next horizon is one of impact.
What are the externalities created by a
company? To what extent is a company,

¢ Othroggg |tsipreodvucet ang seryices, {n%klgg the

world a better or worse place?

Many see this as the third axis of investing.
The first was return, the second risk 8 and the
third is impact. Notoriously difficult to measure,
full of unintended consequences and spurious
correlations, impact is nevertheless a real
component of allocating capital. It is the "so
what" of owning a business and holding
management accountable.

In 2023, the Federal treasurer has started
asking sincere questions of the role of
financial markets in impacting our society as
whole. The influence that we have on our
system as stewards of capital has never been
lost on us.

This report aims to highlight how we have
carried out this responsibility.

VN OO

Richard Brandweiner
CEO, Australia



Engagement

Pendal actively engages directly with investee
companies and issuers in our role as
responsible stewards of capital.

We focus on companies or issuers where we
have identified areas of concern or where our
shareholding affords us influence. We aim to
drive improved practices including in
environmental, social and governance (ESG)
matters. We have a duty and an interest in
doing so.

The Australian Equitiest e a m6 s
engagement continued in 2022. Aspects of
Covid-related social issues carried over from
previous years. There was a focus on
governance failures at executive levels,
executive pay, cyber security, carbon
emissions (reflecting new government
legislation) and climate change.

P e n d intofhnesand Fixed Interest team
strives to use its influence for positive change.
Engaging with issuers is an important
component of the | &FI

significant portion of our engagements are
with specific issuers. Many are with unlisted
entities, which expands the reach of

regul

our stewardship activities and is particularly
important for climate transition, since many
infrastructure and utility companies are
privately owned.

In the growing market for impact and
sustainability securities like social bonds,
climate/green bonds and sustainability bonds,
we advocate for enhanced quality of issuance
supported by timely, outcome-focused
reporting.

ar

In addition to direct liaison with companies via
our investment teams, Pendal continued to be
represented inR e g n aB$®G-®Hcused
collective engagement program alongside
other institutional investors.

Increasingly R e g n awor& is focusing not
only on companies bearing ESG risks, but
also companies contributing to risks that are
likely to lead to the destruction of value
elsewhere in portfolios. Its subscription-based

ts8nAcB Gt Sasel qufihg the v 8 endble it
transition its approach to more specifically
focus on systems change.




An early example of this has been a series

of roundtables bringing together senior

leaders from across the value chain for

sustainable agriculture and food production.

Drawing on the key insights fromR e g n a n

thematic research, the sessions have

sought to increase awareness of the need

for more sustainable models, highlight

examples of collaborative practice

supportive of this transition and identify

further areas for collaborative action. Engagement can be more successful,
particularly on portfolio-wide risks, if it shifts

Full details of the key themes of Re g n a n { away from a company-by-company approach

engagement and advocacy activities during and evolves into a collaborative, systems-wide
the year, including detailed reporting on the activity.

outcomes of this work, can be found in
R e g n aannia report on its website T
From stock to system: Australian
engagement report 2022.

fEngagemento , as i to6s know
industry, is usually undertaken on a one-to-

one basis between an investor and an

investee. But as interest in ESG grows 6 and
the complexity of issues increases o
engagement must evolve to ensure
effectiveness, says RH
engagement Alison Ewings.

Historically, Pendal has engaged in a very
bottom-up fashion, looking at the ESG risks to
an individual company. While there is still a
role for this kind of engagement, we must

Regnan also continued its advocacy efforts, acknowledge that individual companies are
including support for client deliberations on limited in the actions they can take on some
AiSay on Climatedo vot,i ESG issues. For these multifaceted, system-
commitment to increasing climate fluency wide issues, one-to-one engagement will not
across the sector via a series of be enough to reduce the risks to portfolios.
masterclassgs for members of the Investo.r Climate change is a typical example, where
Group on Climate Change (IGCC) and Asia you can divest your way out of the risks to a
Investor Group on Climate Change certain point. But if climate change is left

(AIGCC). unchecked, it will still create risk in portfolios
and the potential for associated economic
shocks.

As a result, Regnan has been looking at new
models of engagement, and is how
approaching engagement in two ways. One is
to engage right along the value chain to
achieve system change and reduce portfolio
risks from major ESG trends. The other is to
look at opportunities to bring companies
together to address these issues. This more

intentionally inclusive approach to problem
solving also enhances the pool of ideas for
how to tackle major societal challenges.


https://www.pendalgroup.com/wp-content/uploads/2022/10/Regnan-Australian-Engagemen-Report-FY2022.pdf
https://www.pendalgroup.com/wp-content/uploads/2022/10/Regnan-Australian-Engagemen-Report-FY2022.pdf

Engagement statistics

ESG engagement by our
Australian equities team

Our large Australian Equities team actively
meets with Australian companies, seeking
outcomes that are in the long-term interests

of shareholders. Long-term ESG issues 3 2 8
often feature in our corporate engagement
alongside financial management. ESG engagements AEQ
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ESG engagement
by our income
and fixed

interest team

95

ESG engagements
conducted with issuers

In 2022, the team undertook 95 direct
engagements across 61 different entities
and a range of ESG concerns. Key areas of
engagement were across three areas:
reporting, climate change transition and
shaping the debt markets. Some
engagements address more than one focus
area. Of our engagements in 2022, 28
addressed disclosures, 17 related to climate
stability and 30 were about improving the
debt markets. This last focus area was with
arrangers or issuers offering a new type of
impact bond in the Australian market
(sustainability-linked bonds)

ESG engagement
by our global
equities team

139

ESG engagements
conducted with
companies

The Pendal Concentrated Global Share
team was active in engaging companies
during 2022, despite not being able to travel
for parts of the year due to COVID19 travel

restrictions. The team undertook 139 ESG-
related engagements during the year.



Engagement case studies

Case study

Australian equities: sustainability in the lithium sector

Lithium is of t-fagngc al | e dVeaavdibeantncauraging management

met al 0,
batteries in the electric vehicle (EV) and
renewable energy sectors.

Notwithstanding its role as an input into
less carbon-intensive technologies, we
have been engaging on several important,
related ESG issues.

For miners of spodumene (a source of
lithium), the key focus of engagement has
been the location and carbon intensity of
downstream processing of ore. Historically,
the product shipped overseas to China for
processing into the lithium hydroxide used
in batteries.

This meant more than 90 per cent of the
product shipped from Australia was waste
0 the highest waste of any product shipped
in the mining sector.

Our engagement with spodumene miners
has focused on their plans to upgrade

product domestically to reduce the overall
carbon profile of the end lithium products.

Conversion to hydroxide in Australia can
reduce the overall carbon footprint in two
ways. First, less material is shipped with
lower associated emissions from
transportation and handling.

Secondly, companies can power domestic
processing plants with renewable energy,
rather than relying on the traditional fossil
fuel powered grid typically used in China.

We have been seeking to understand the
detail around company plans to achieve
this, notwithstanding the challenges
involved.

gi ven t he-ionh mp o randdboadsto addresd thistinhaicredible

and sustainable way.

The lithium sector is ramping up quickly as
companies scramble to take advantage of
a supply-demand imbalance and long-term
structural tailwinds. This brings challenges
and risks in areas such as governance,
health & safety and operations, since
companies are under pressure to grow
quickly from a small base to achieve scale
advantages.

We have been seeking to raise
understanding and mitigation of these
risks.




Case study
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Spotlight: Income and Fixed Interest team

Every green, social and sustainability bond
Pendal invests in has an impact report that is
released a year after the bond launches. Our
objective is to ensure this has granular
information with enough data to make a
judgement on the investment.

We expect these impact reports to contain data
on specific indicators that are disaggregated by
a bond.

Where this is not the case, we will engage with
the issuer. For instance, we engaged with a
supranational issuer in 2022 to enhance their
impact reporting.

When they released their next impact report, we
were disappointed to see they had not included a
level of detail which had been the subject of our
engagements.

After having engaged with the issuer over the
year with no improvement, we divested from our
holding and notified the issuer as well as the
arranger.

We were explicit that we were divesting because
the impact reporting was not at the same quality
as peers.




Case study
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Australian equities: insuring the inevitable

Perhaps more than any other type of
company, insurers operate across the whole
ESG spectrum. Engaging with insurers is a
critical part of
process.

We have four key areas of engagement
ongoing with QBE.

First is its exposure to catastrophic weather
events. We are looking to gain confidence
that QBE is cognisant of the increase in
catastrophic events, their potential impact on
its business and the cost of reinsurance.

Second is the transition to a low-carbon
economy. QBE has set targets it believes
are consistent with the Paris Agreement.
These include not insuring companies with
more than 60 per cent revenue from oil and
gas extraction from 2030, with the revenue
threshold dropping to 30 per cent from
2040.

\\\“

There is scope for more detail, such as plans
underway in support of its recent commitment
to the Net Zero Insurance Alliance. This will be

P e n d a lad angoingasep of angagdimerg. i nvesting

Third is the human capital issue of improving
corporate culture and diversity. QBE had
some cultural issues previously, and there has
been room for greater diversity. The insurer is
on a path of clear improvement here and we
continue to engage on these issues to ensure
momentum is maintained.

The company has implemented staff surveys
and has also committed to 40 per cent female
executives by 2030.

And finally, we are engaging on the
governance issue of its exposure to inflation
risk and managing the potential mismatch
between assets and liabilities that could
result.

H\'\\l\u
¢ 0 |
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Case study

Global equities engagement:
making air travel cleaner

Air travel is part of
but it comes with a major downside i ¢arbon
emissions. The global aviation industry
represents 2.5 per cent of human induced
CO, emissions.

The investment opportunity is huge.
According to the United Nations, four billion
passengers travel annually and the sector
supports 65.5 million jobs and $US2.7 trillion
in global economic activityl.

However, managing the environmental risk is
critical.

French-based airline manufacturer Airbus is
a key holding in the Pendal Concentrated
Global Share Fund. A third option is to build hydrogen-

Airbus is a market leader in its commitment powered aircraft and hybrid planes.

to achieving carbon neutrality, backing the Airbus is working with the industry to help
industryos goal of car bfpfoveTlight hahadmerl ifmdre dirbct f r om
2020. The involves mitigating carbon output, routes which take less fuel.

using 2019 emissions as a baseline, even as

the sector grows. And finally, Airbus is working on reducing

its carbon footprint in its manufacturing

The industry has also promised net zero facilities, via a program ¢
emissions by 2050. an ambitious program targeting the five

most environmentally unfriendly aspects

Airbus has gone further, with a goal of
of their industrial footprint.

building the first zero emissions aircraft by
2035. As Airbus says: 0NAYgmdhey ¥h&nagerhPenda Aebdedtd 0 N
to develop the-emissionl dos pbtierfusdérstah®tfieritical

commercial aircraft by 2035 to ensure future environmental and business risks, and

generations can enjoy flying as much as we gain comfort with how Airbus is managing

do. o them.

It involves several possibilities. One is Through engagement with Airbus,

developing a sustainable aviation fuel. Pendal 6s Gl obal Equities te
Another is to design significantly more understood the concerted effort by Airbus

efficient engines to reduce fuel burn. Already to not just meet industry goals but exceed

Ai r b us égeneratior, feed dfficient them and gain confidence that Airbus is

aircraft has helped the industry save one part of the solution to carbon emissions,

billion tons of CO, since 1990. which aligns with Pendal 6s

goals.
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ESG Integration

Pendal believes the performance of
companies in which we invest is linked
to factors that include the quality of its
management and ability to build
resilience in the business.

The way a company manages ESG
issues can provide insight into its
exposure to risks or ability to capitalise
on emerging opportunities.

We believe understanding how a
company manages ESG issues is a
natural extension of our active approach
to investment management. Pendal
recognises that several drivers (from
client interest and regulatory changes to
the presentation of ESG factors material
to valuations) require us to continue
building our ESG capabilities and access
to high-quality, investment-relevant
research.

The deeper our capabilities in this
space, the better placed we are to
manage risk and encourage sustainable
business practices among our investee
companies and issuers.

In 2022 we undertook projects to
enhance ESG-related investment
practices, process and people across
the organisation. A number of these
projects have been supported by our
specialist in-house responsible
investments team - Regnan.
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A spotlight on Income and Fixed Interest

approach to ESG integration

Integrating ESG into investment decisions is
an important way of recognising risks beyond
the standard credit research process.

ESG risks can hide potential future credit
problems and integrating ESG factors into
investment processes helps create a better
understanding of risks and opportunities,
including the probability of credit downgrades
and the prospects for liquidity and pricing in
the secondary market.

2

%

ESG

Engagement
Research 9ag

I I

ESG assessments

Material credit risks
Screening

Bespoke research

Using our influence
to nudge issuers towards
sustainable practices

@l

Monitor progress
& review

I
Controversies scan

Regular reviews

But ESG integration is more than just an
investment process. We engage with the best
ESG performers and the laggards and
consider engagement an opportunity to nudge
the entire market towards more sustainable
behaviour. In 2022, we had 95 engagements
across 61 different issuers.

Notably, this process is for our vanilla
strategies. We discuss how we use
engagement with our sustainable strategies in
page 18.

 Not investable
Risk not priced

)

Pricing material
ESG risks

Investable
If risk priced

Materiality of the issues
Compensation for risk

Driving change
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Highlights of our ESG integration process for
Income and Fixed Interest:

ESG Research. Our research process
assesses risk and opportunity across
sectors supported by our research and
engagement specialists at Regnan as well
as third party research providers.
Research aims at identifying leading and
lagging issuers and covers areas
including carbon emissions, the physical
and transition risks of climate change,
worker safety, community engagement,
adherence to regulation, modern slavery
risks, diversity and governance.

Engagement. We take our engagement
responsibilities seriously 8 when an issuer
deviates from expectation, we directly
engage to move them back towards
sustainable behaviour. Fixed income
uniquely has access to engagement with
non-listed entities including utilities and
infrastructure businesses that are often in
private ownership. These businesses are
critical to preventing the consequences of
a range of ESG issues, including climate
change. Engagement also shapes the
debt market itself by encouraging
arrangers to use their influence on
issuers. About 20 per cent of our
engagements are with arrangers.

Pricing material ESG risks. ESG risks
come with two main pricing
implications: a change in the
fundamental credit outlook of an issuer,
and a change in the investment
demand for an issuer. Our pricing
process maps these risks and allows to
better understand the outlook for
individual issuers. Importantly, issuers
with weaker ESG performance can be
included in our vanilla funds if there is
compensation for this increased ESG
risk through an elevated credit spread.

Monitor and review. As active
managers, we constantly monitor for
risks. We use media monitoring to
ensure we pick up any emerging risks
and third-party data providers screen
for events like workplace rulings,
regulatory changes and compliance
concerns.




Spotlight:
Sustainability -linked bonds

Sustainability-linked bonds (SLBs) are debt
securities that pay a coupon linked to the
achievement of environmental or social
outcomes.

Importantly, SLBs are not linked to a specific
project. They instead allow an issuer to set an
overarching goal such as reducing emissions
or improving diversity at a corporate level. If an
issuer fails to hit its goal, usually it pays a
penalty in the form of a higher coupon.

Sustainability-linked bond issuance reached
US$103 billion in 2021 6 a one-year increase
of 803 per cent, according to World Bank
research. While there was a 37 per cent
decrease in 2022, this reflects the wider slow-
down in general issuance with market
volatility.

That makes SLBs the fastest-growing
sustainable debt instrument & with
considerable potential to grow further on the
back of strong investor, appetite and
supportive government policy.

As they gain traction in jurisdictions including
Australia, several issues have emerged, such
as greenwashing, which Pendal is taking an
active role to help safeguard against.

17

If an issuer fails to meet the underlying
environmental or social goal, the bond may no
longer meet the criteria to be called
sustainable. While it may have achieved some
outcomes, the bond is perceived as less
sustainable than intended.

The asset may then be divested under a
sustainable investment strategy just as the
step-up coupon is due to be paid.

Another emerging flaw is that the typical
coupon step-up of 25 basis points made
sense when interest rates were next to zero o
but it may be less attractive to investors now
that the general bond yields are higher.

A third problem is that some Australian
companies are issuing bonds that are not
sufficiently ambitious in scope.

Pendal is actively engaging with arrangers
before deals are shared and spoken about in
public forums to help with SLB structures.
Addressing the potential shortcomings with
the issuer before launch is a sensible
approach to strengthening this important,
growing sector of the market, particularly in
the development phase.
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Building out our assessment
of credit impact bonds

Pendal 6s I ncome and Fi XTeiglapdroadh bas dirscted dureeagagements
uses engagement to bring about change for the fund as we emphasise getting a clear
from issuers and improve the debt market. evidence-base for the outcomes linked to
Each fund has different objectives which securities. We are improving the debt market
directs the focus of engagements. Through through pushing issuers to increase their

the Regnan Credit Impact Trust, we use transparency with publication of disaggregated
engagement to further the environmental and impact reporting and methodologies.

social objectives of the fund. This is to
address climate stability as well as the
underserved in society.

We also are encouraging issuers and
arrangers to issue more securities that are
rated higher on impact outcomes. This

Over the last year, Regnan has developed includes more social bonds that address the
our impact methodology to evaluate the underserved in society.

expected impact from securities and prioritise
those with the greatest intensity of impact in
our target areas. We rank bonds by the
quality, level and conviction we have of the
outcomes achieved. Securities in the top
bands have clear and strong contribution to
our goals, whereas those in the low bands
may still be achieving positive outcomes but
we have less evidence.

The ways in which our funds have different
engagement approaches is shown in the
graphic below:

Sustainable

A Safeguard against greenwashing
(environmental and social).

A call for enhanced disclosure of
metrics and targets from issuers. I m paCt

i nte ratl O n A EnC(_)L_Jrage_an issuer to enhance/ & push for more impact-specific
g ambition with respect to issuance that improves climate
climate stability and support stability and supports the

A Push issuers to increase transparency for the underserved.

. underserved in society.
on ESG risks

g . ) A Request strengthened or formalise
A Require issuers to disclose their commitments to delivering impacts.
responses to specific environmental

A sl Gl A Ensure high standards in the market that

i meet improving expectations especially for
A Address negative impacts evidence and reporting.




Multi -asset update

19

Working towards better sustainability

In 2022, Pendal boosted our strategy for
sustainable multi-asset funds. This
included tightening the negative screens
applied to our core global equities
holdings to reduce funds exposure to
fossil fuels at the end of May. This
improved the weighted average carbon
footprint of the portfolios.

Another change made to the international
shares strategy for our sustainable multi-
asset funds was the inclusion of a
bespoke emerging market equities
allocation in February, including a
specific exclusion around oppressive
regimes.

We plan to refine this further in future
years. But our initial action enables
sustainable fund investors to access the
growth potential of emerging markets in a
manner more consistent with the values
of a typical sustainable funds investor.

In alternatives, we continued to build out
our exposure to sustainable listed
infrastructure, participating in several
capital raisings early in the year, as well
as via purchases on market.

Our listed infrastructure allocation
emphasises exposure to renewable energy,
including solar and wind power as well as a
smaller exposure to dedicated energy
solutions, including assets such as battery
storage.

This allows the portfolios to benefit from
high yielding, diversified assets, with a
strong degree of inflation linkage in their
underlying cash flows, while also
supporting the transition to a low carbon
economy.

In our traditional (unscreened) diversified
funds we increased exposure to
sustainable strategies, including continuing
to increase the proportion of our total
underlying fixed income assets that are
invested in sustainable funds.

This is particularly relevant for fixed income
where downside risk management is
considered particularly important.




























































