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MEET STOXX AT A CONFERENCE

> Oct 24-25, 2012

ETF & INDEXI NG EUROPE INVESTMENTS IN LONDON

Konrad Sippel, Head of Product Development at STOXX, speaks on "Optimising
ETF investments by using innovative index underlyings” on Oct. 24.

» Nov 15, 2012

ENHANCED INVESTMENT ANALYSIS CONFERENCE IN LONDON

Konrad Sippel, Head of Product Development at STOXX, moderates a panel
on "Investor expectations on Sustainability: What do investors look for?
How to make your ESG performance transparent. The value of transparent
Sustainability Indices."

» Dec 2-5, 2012

SUPER BOWL OF INDEXING IN PHOENIX, USA

Rod Jones, Head of Sales North America at STOXX, participates in a panel
discussion on "Restoring Diversification with Managed Futures” on Dec 4.

» Dec 5-6, 2012
SOUTH-EAST ASIA INSTITUTIONAL INVESTMENT FORUM IN SINGAPORE
Meet STOXX at our booth at the event.
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Hartmut Graf — CEO, STOXX Limited

DEAR READERS,

Welcome to the first edition of STOXX Pulse, a quarterly newsletter we have started
to illuminate investment concepts and provide news and views to our clients. There
is a very important part of passive investing, which we aim to highlight here: the
underlying indices. We solely make indices which are objective and based on strict
rules. But the ideas that give them birth and the impact they have on the invest-
ment community need a voice and a forum.

In this issue, we talk about minimum variance and its possible benefit of lower risk
and higher reward. We present you views from academia to industry on ESG invest-
ing, and we inferview one of the leading asset managers in China, a country where
the indexing and ETF businesses are growing rapidly.

At STOXX Ltd., we have grown index-wise and people-wise in 2012. We launched the
STOXX+ Minimum Variance index family and the EURO iSTOXX 50 Equal Risk Index.
We expanded our ESG and Emerging Market index families.

To manage our growing product offerings, we hired Anthony Da Costa as chief oper-
ating officer and Mark Rodino as global head of sales this summer. Their more
than 35 years of experience in the index and derivatives industries will be a great

advantage for us.

| hope you enjoy this first edition. For comments and/or suggestions, please contact
the editor Rajiv Sekhri at rajiv.sekhri@stoxx.com.

Regards,
I
Il
.II( |_.-| Ill
v

Hartmut Graf
CEO, STOXX Limited



04 —— STOXX PULSE

LOW RISK, HIGH REWARD
ARE YOU KIDDING ME?/

MINIMUM VARIANCE PORTFOLIOS
TAKE CENTRE STAGE DURING
TURBULENT ECONOMIC TIMES

Minimizing risk fo maximize return is a strategy as old as hu-
manity itself. But the mantra in the financial world has mostly
been that the more risk one takes, the higher will be one's
expected reward, or potential loss. So it might sound a tad
counter-intuitive if someone were to tell you that risk and re-
ward are not really trade-offs but two sides of the same coin.
You can keep your risk low and your reward high through a
minimum variance strategy whose primary goal is to keep
volatility at a minimum in your portfolio.

Global equity markets have seemed like a minefield since
2007, with investors not knowing what might happen with the
next step they take. The STOXX Global 150 has lost nearly 17
percent from August 2007 to August 2012, the STOXX BRIC
100 has eked out a gain of merely 2 percent, and the STOXX
All Europe 100 has lost about 31 percent. These turbulent
times - with investors still wanting to win but at the same
time vigilantly trying to minimize risk — have rekindled interest
in minimum variance, a strategy developed nearly 60 years
ago by Harry Markowitz, whose Modern Portfolio Theory won
him the Nobel Prize in 1990.

Minimum variance strategies have been around for about two
decades but only in recent years - after the financial crisis
struck - have investors paid attention to them.

“"Numerous scientific studies have confirmed that minimum
variance portfolios perform better,” said Grigory Vilkov, assis-
tant professor of finance at Frankfurt-based Goethe Univer-
sity’s Faculty of Economics and Business Administration.

Vilkov, who researches minimum variance and other portfolio
optimization methods as well as equity options, told STOXX
Pulse in an interview: "Definitely investors are now more care-
ful about potential risks than they were before 1987, than they
were even 10 years ago. Minimum variance indices may be
quite a helpful tool for such investors.”

GRIGORY VILKOV

Goethe University, Faculty
of Economics and Business
Administration, Frankfurt



LOW RISK, HIGH REWARD

A minimum variance portfolio’s basic premise is to improve
the long-term, risk-return profile by optimizing the weights of
its components with regard to overall risk. While mean-vari-
ance portfolios, the first byproduct of Markowitz's Modern
Portfolio Theory, are built on mean and variance-covariance,
minimum variance portfolios are calculated using a variance-
covariance matrix only.

For example, the STOXX+ Minimum Variance index family is
created by calculating the exposure of each constituent in a
benchmark index fo seven style factors, including value,
growth, leverage, momentum, to create a variance-covariance
matrix. So instead of creating a matrix that measures 600
stocks against 600, which creates a large number of variables,
using a factor-model approach offers more robust data.

“There has been a good marketing move from index compa-
nies fo provide risk-based indices in recent years,” Vilkov said.
“The technology used to create minimum variance indices
and fo implement required portfolio rebalancing has im-
proved tremendously in the past five to 10 years.”

Another feature of minimum variance indices is their natural
tendency to favor defensive sectors, such as consumer goods
and utilities and their built-in adeptness to recognize risk be-
fore it strikes. For example, the STOXX+ Minimum Variance
indices recognized the increased risk in financials even before
the crisis happened, reducing the exposure accordingly to
the sector.

"The documented out-of-sample performance of minimum
variance portfolios still has to be explained theoretically,”
Vilkov said, adding that while most financial theories are
“strictly” theoretically supported, the fact that minimum vari-
ance is not does not take away from its robustness.

Until now, minimum variance has been applied mostly to
shares. But Vilkov said he thinks the future will bring cross-
asset minimum variance, extending to bonds and commodi-
ties. In addition, he sees the application of option-implied
methods to minimum variance portfolios to get an element
of the future and not just past prices info the equation.

“You can, for example, take the market perception of the
30-day future development of stock prices and insert some
implied moments of return into your calculation,” Vilkov said.
"I am talking about using forward looking information which
is implied in the current prices of options to improve your
portfolio.”

While it may seem that minimum variance has no disadvan-
tages, Vilkov said that is not the case. While a variance-cova-
riance matrix can be better estimated than mean returns, the
matrix can contain estimation errors.

The "typically high fturnover due to rebalancing” is another
disadvantage, Vilkov said, adding that a mean-variance port-
folio may still not be easy for an individual investor to trade,
especially if a broad investment universe is considered. «
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DEMAND

-OR STRATEGY
NDICES, ETFs
SEEN RISING
IN CHINA

STOXX Ltd. interviewed Shang Zhimin, chief
investment officer of Hua An Asset Management
Co, one of the biggest asset managers in China.
Founded in 1998, Hua An has more than 90 billion
yuan ($14.2 billion) of assets under management.
We asked him a few questions about China's
growth and the future of the asset management
industry in the country.

STOXXATEHXRID THELEFERBRI/EATRITE WL
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THE IMF RECENTLY LOWERED ITS 2012 GROWTH FORECAST FOR
CHINA TO 8 PERCENT FROM 8.2 PERCENT. WHERE DO YOU SEE THE
CHINESE ECONOMY HEADED DURING THE NEXT FEW YEARS?

For 2012, we expect China's GDP to grow 7.8%, lower than
the IMF's forecast. But growth is expected to increase slight-
ly in coming years. We think China has performed well in the
aftermath of the global downturn. China has adopted rea-
sonable macroeconomic policies while absorbing external
shocks and dealing with adjustment for growth cycles. At
the same time, the government has paid more attention to
efforts on reform and growth. We do think the euro zone will
slip into recession, and U.S. growth will remain sluggish, but
we are relatively optimistic about the longer-term outlook
for China.

BiRMEZARBPE2012FNEFIEKEMHAME.2% T BHES%. ]
WARENFPELFRHMTIIALRE? MBSANPEEMNERE
Tt — AR LSBT ERFEIAL?

BB SFPECOPIZKAT8%, IRFIMFEIMA . KR VFEERS
B DIRS.

BIDANAPEENERETT MVBONERNRE, £REINDPE. NNE
NERBENDNY, ZNBEREASE, AENRETNH2AE KON
BREHENED. SRFNDNAMRTXEBARER. EELTFIEERSARE
BYZKSE, BREZFFPRKERIRIDAENEM.

WHAT IMPACT HAS THE GLOBAL ECONOMIC CRISIS HAD ON THE
CHINESE ECONOMY? GOING FORWARD, DO YOU THINK INVES-
TORS, WHO ARE WORRIED ABOUT PROSPECTS IN EUROPE AND
NORTH AMERICA, WILL LOOK AT CHINA AS A PLACE TO INVEST
THEIR MONEY?

Global economic turmoil has hit China's economy in three
areas: export slowdown, capital inflow decline and restrained
confidence among entrepreneurs and consumers. Going
forward, we still believe China will continue to attract more
foreign investment due to its promising prospects and im-
proving policy settings. Meanwhile, domestic investors will
also invest more in overseas industry and financial markets
to increase the competitiveness of their technologies and
products and to diversity their financial portfolios.

MAREREFBINBRLDPELTHERIHLRNEN? BEXRXK, IR
IR FENRIL ZRSLERBUNKAERT S ZREDPEFENR
#EHM?

SREFNDHEBBELI=TREFNPEE. E-2HON TR,
HTRRRAATR, E=2M6 sPEEUFASERNEIN. £REIBIE
PEDASIEAEERBBKAIR. SIENETHIMCHNETE, MRSIE
IR RERER R, AN, PENNBRZBHENANIIEUWFAEME R
B, MIRABCHEATTRXEN, HRIE/MATAE0SEb.
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IN THE LAST TWO YEARS,
FIXED-INCOME PRODUCTS
AND RELATED FUNDS

HAVE GROWN FAST; SO
HAVE EQUITY INDEX FUNDS.
HOWEVER, THE DEVELOP-
MENT OF ACTIVE EQUITY
FUNDS HAS BEEN RELATIVE-
LY SLOW. WE SEE A HUGE
POTENTIAL FOR ALL THESE
INVESTMENT PRODUCTS.

SHANG ZHIMIN
Chief Investment Officer,
Hua An Management Co

WHAT KIND OF INVESTMENT PRODUCTS (ETFs, SHARES, BONDS,
ETC.) ARE GAINING GROUND IN CHINA AND WHERE DO YOU SEE
THIS TREND HEADING? DO YOU THINK CHINESE ASSET MANAG-
ERS ARE EXPANDING INTO THE INDEX INVESTING SPACE?

In the last two years, fixed-income products and related
funds have grown fast; so have equity index funds. However,
the development of active equity funds has been relatively
slow. We see a huge potential for all these investment prod-
ucts. Fixed-income products benefit from interest-rate lib-
eralization, the corporate bond markets expanding and the
introduction of new financial instruments, such as Treasury
bond futures. Equity index funds benefit from their high li-
quidity, low fee and the fact that the structure of the prod-
uct is distinct. Hence they are popular with institutional in-
vestors. As to active equity funds, we believe they will attract
more institutional and individual investors as long as the
domestic equity market system reform takes place step by
step and the macroeconomy bottoms out.
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As one of the fastest growing financial instruments in re-
cent years, ETFs have been a mainstream product of passive
index instruments. Domestic asset managers have noticed
that ETFs have huge advantages on asset allocation, trend-
following trade and arbitrage trade, and they could imple-
ment many trade strategies when combing ETFs with index
futures or other derivatives.

TRINRUBPLE IR B3 58 (ELAETF. BRR. %5 %) EAPEBELER, BN
—BBEREFAMBTHALZR? MESANPENE~ERATERAT K
HAEBHRBENBHUS?

RIEME, PENEBEWRRETBIEGSH TBRANRE, REEH
ETHRERR, BENEREEGTRERIE. KK, BINAA=BEER
AHRRET]. BREWGET B2 T PENEDBL. ATERTRETY
K. BRAESHEMLENSIA; REBHUESSHTERDM. K5
X, LRRBBATEWNRBR, 2RNDRABHER, MEDLR
SEGNSEEFPDRHNGIESBREEF BN, ZWETFIEROL/ED
7t, MRS W TARS

ETFRRIFERRRROT0BL—, ERARNEL~BNERDBIP.
RATEEBELBRIETITRAERTLRE. BBR5. ENRZPHE
RID, FERBBLESTERASEIPRIRIL.

HAVE CHINESE INVESTORS TRADITIONALLY BOUGHT ETF PROD-
UCTS LINKED TO INDICES? IS THAT TREND CHANGING?
Domestic investors tend to use ETFs to track the perfor-

mance of indices, especially CSI 300, SSE 180, SZSE 100 or
other key indices because of the size and liquidity advan-
tage of ETFs.

This trend is expected to continue for a long time. As it
grows, domestic investors will require higher trading vol-
umes in the ETF sector, lower tracking error and better ways
to select ETFs. They will also demand more sector diversity
and industry representation in the ETF sector.

PERBERSEMRESBHBXRETFTRNIR? INBBISELELR
£XM NRBEL, ZENRBZM A, EEBBTLRLR?
ERIBFETFREME. RN, BRRASMEFAAETFRIRSE
N, LERERNIAIEHLFPR300, LiF80, FR100I55

E—EH I PSHEFRKIE, FHEEENRASNETFBREIMLE. R
RIRESZERERS, BNETFTBHRERT U LEMRIN, ERIRNES
M RERM DS REBHNE R, WAKITWETFREEENF K.

DO YOU THINK THE INDICES THAT COVER ASIA, PARTICULARLY
CHINA, REFLECT THE ECONOMIC AND FINANCIAL REALITY OF THE
REGION? DO YOU THINK INDEX PROVIDERS NEED TO PROVIDE
OTHER TYPES OF INDICES TO ALLOW INVESTORS TO TAKE ADVAN-
TAGE OF GROWTH OPPORTUNITIES IN THE REGION?

CSI 300 is the one index that best represents China's equity
market as a whole. It covers 70% of China's market capital-
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ization and includes almost all the industries in China. There
have been many sub-indices reflecting different sectors
and styles that are based on the CSI 300. Furthermore,
there are many other indices that reflect different geo-
graphic markets, e.g. SZSE 300, SSE 180, and the SME
Board Index. We think these indices can meet the demand
of varied investors for different market structures and
styles. Of course, there are many opportunities for strategy
indices.

RN LB RTINS, TERPENEH, ESRREZMXETF
AERBESLIER? MANBHRHERSEUNRRHEMEINEY,
ML 538 BEBMZ M KB RZ BN IBAIIRF? AN IPLEIR B ™63 (Kb
ETF, BRRE. H5%) EAPEEHER, AEX—BERKBHAWBTS
BXR? IFRSANPENE~ERATEET AREBMIREH BN
%2

BERIRERRPEHZNRIPRI00EN, HHESLEAAETO%EE, &
RRYETPTEDNTIL. EPRI0FEEBHNEN £, BEGHBEDZRIMA
BT WAXSEFIER. LI, i LB ARDSTEARRHIZENERE
£, RYIB30035 5L, LiE180I5 8L, P/ MRIEHFF. INAA, XLISH
ELERERARZBNRNAHRESWAINBOFT R, SRERBIEL
L. BRCRELERIIE.

»

GLOBAL ECONOMIC TURMOIL HAS HIT
CHINA'S ECONOMY IN THREE AREAS: EXPORT
SLOWDOWN, CAPITAL INFLOW DECLINE
AND RESTRAINED CONFIDENCE AMONG
ENTREPRENEURS AND CONSUMERS.

THE PERSONAL SAVINGS RATE IN CHINA IS AMONG THE HIGHEST
IN THE WORLD. TRADITIONALLY, CHINESE INVESTORS HAVE
BOUGHT INVESTMENTS AT THE BANK. HOW IS THAT CHANGING?
DO RETAIL INVESTORS HAVE ENOUGH PRODUCTS IN WHICH THEY
CAN INVEST? IS THERE A GAP THAT NEEDS TO BE FILLED?

At present, banks are center of the financial system in China
as they have the natural advantage of reputation, channel
and resource. Banks still play a leading role in selling funds
and other investment products. And that will not change
over a long period of time. For sure, ETF sales mainly de-
pend on brokerage firms, and China is also gradually open-
ing up the market for fund sales licenses, which are new
tfrends. As for products, we think there are many products,
but more innovative products need to be developed as they
are well received by the market.

PENEREEXEZERRENERZ—. PERAZIMFERITWR
BB, I-tIBNATELLZEN HPREERSHEBN™ R H#
TR ARBTRNEHBREBEE—LEN

BRIRITEADETRAEARNZIN, £FE. REBUAR ESBEREN
Mm%, Bt EGIEMR AT G E LIRRRIESESFR. ZFNB
BANESKONEALEEE. 3R, ETFNEEREASH, MEEEH
SEMRRBAERTT, ILERHNEK ., E2F7E, BITAABRIT 282
ELFE2, BRFHTBUEHHE—FHTR. BXEILHN, UHTRESS
SERR)ZEVOIN

DO YOU THINK THERE ARE SUFFICIENT INDICES ABOUT CHINESE
ASSETS IN THE MARKET? WHAT DO INDEX PROVIDERS NEED TO
UNDERSTAND BETTER ABOUT THE CHINESE MARKET?

The capital market has a history of more than 20 years in
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China, and it has been 10 years since index management
was launched. The domestic index market has been built up
on the work of China Securities Index Co. and several other
companies. There are many types of indices, including mar-
ketcap weighted indices, sector indices, theme and style in-
dices. Many index companies, SZSE Market Index, MSCIBarra
China and S&P have launched some indices for China's
market. In our opinion, besides existing broad-based indi-
ces, products based on investable strategy indices will be
popular with institutional investors.

RESNNHH LERBSHENX T PEETNIEH? MIANEHIRE
BUNABRERLSBNPEHHNFRAR?

BRAAHRR0DER, BRERWSTTRI0GER, BABPILE
HNTF2RLNTHAWRTEREHRL, SBNEREL. TWEH. £
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M. NIBIBHE, BT PILEHRAT 2, RikrhinisEl. MSCIBarrath
58 MBEASZHENNTBRTR T —LEHWPEHZOBE. Bl
WA, BREREERTNENREE I, BEFTRARBBHNTREENND
KRRABZZEMNA. «
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CAPITALISM

WITH A CONSCIENCE
VIEWS ON

-G INVESTING

Of the $65 trillion of long-term saving assets globally,
about $32 trillion is invested according to the United
Nations-backed Principles for Responsible Investment
initiative (PRI). This proposal, devised by the investment
community and launched in 2006, reflects the view that
environmental, social and corporate governance issues
can affect the financial performance of portfolios and
should be incorporated into investment decisions so that
investors can better align their objectives with those of
society at large

STOXX Ltd. launched its STOXX Global ESG Leaders
indices in 2011, extending the offering this year. We talked
to two money managers, a researcher who provides
sustainability data fo investors and an academic to get
their view on ESG investing.



CAPITALISM WITH A CONSCIENCE

WHEN YOU HEAR THE TERM ESG INVESTING, WHAT DOES IT
MEAN TO YOU?

A. BASSEN: The term ESG captures extra financial factors of
a company that are important fo understand the business
model and that have at least a long-term correlation with
financial performance

M. JANTZI: ESG to me is the integration of environmental,
social and governance factors into the investment decision
making process. When someone says to me | do ESG in-
vesting, what it means is that they are performing that extra
layer of due diligence when making that investment. They
are looking beyond just financial information. If you think of
a company as an iceberg, traditional financial analysis only
looks above the surface. ESG is like a better-equipped sonar
that gives you a total picture of the company - above and
below sea level.

F. KLEIN: ESG is not just a term but it is a process that has a
structure and a methodology. If you just take it literally, sus-
tainability can mean more or less anything and it can have
nothing to do with responsible investing. For us, ESG is a
way of being responsible from an investors' point of view.

M. PRATSCH: Integrating non-financial indicators - ecologi-
cal, social and governance aspects - into investment deci-
sions. The inclusion of ESG criteria in the evaluation of a

STOXX PULSE —— 13

company has developed against the background, above all,
that sustainability is becoming ever more a strategic com-
petitive factor for a corporation operating on a global scale.
The transformation from a society where most production is
local to a global service and information society has led to
the situation where “non-financial” capital - for example
human social or cultural - plays an ever more central and
key role in the success of a company. “Non-financial” values
have these days come to account for a substantial part of
company value, particularly when viewed from a long-term
perspective.

WHAT ARE THE MOST IMPORTANT FACTORS THAT AN ESG PORT-
FOLIO NEEDS TO CONSIDER?

A. BASSEN: The factors and their weighting generally depend
on the industry. But there are some factors like engage-
ment, a company's intellectual capital and other intangible
assets, its strategies to cope with environmental or climate
risks, or its compliance with laws that are relevant for all
industries.

M. JANTZI: Sustainalytics does not manage money, but we
help institutional investors who manage money. The answer
to your question is, "it depends” as ESG is not a one-size-
fits-all solution. From a sustainability perspective, we take
both a thematic and sectoral approach. If you look at ESG
KPIs they differ depending on the sector; thus key indicators
in banking are not the same as those in oil and gas. In a
thematic sense, water and human capital risks in supply
chains are critical themes across a variety of sectors. For ex-
ample, water is an important theme when considering bev-
erage, fabricating or oil and gas companies.

F. KLEIN: There are different ways an ESG portfolio can be
constructed and we do not consider one way as the right
way but rather the philosophy that many roads can lead to
an ESG portfolio.
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DR. ALEXANDER BASSEN

is professor of capital markets
and management at the Uni-
versity of Hamburg's Faculty of
Business, Economics and Social
Science. He holds doctoral de-
grees from the European Busi-
ness School (Oestrich-Winkel)
and the Technical University of
Munich. He is head of the cor-
porate governance commissi-
on and the investor relations
commission of the Society of
Investment Professionals Ger-

MICHAEL JANTZI

is CEO of Sustainalytics, a global
research firm which helps inves-
tors develop and implement re-
sponsible investment strategies.
Jantzi has been involved in ESG
research and analysis for more
than two decades. The Janftzi
Social Index (JSI), which he
created in 2000 for Canadian
companies, has slightly outper-
formed the S&P/TSX Composite
and the S&P/TSX 60 in the past
ten years.

FRANK KLEIN

is managing director af Invest-
ment Solutions Europe at DB
Advisors (DBA). DBA has about
a billion euros invested in ESG
investments. That's about 1 per-
cent of the approximately 90
billion euros invested in institu-
tional investments in Frankfurt
for the bank, Klein said. The
global ESG portfolio contains
about 150 stocks from around
the world.

MARCUS PRATSCH

is head of Sustainable Invest-
ment Research at DZ Bank, an
initiative that was starfed by
the bank in 2009. Customers
include institutional investors,
churches, foundations and pri-
vate investors from Germany,
Switzerland, France, UK, Bene-
lux, Scandinavia, Austria and
the USA. In 2011 DZ Bank's Sus-
tainable Investment Research
launched its own sustainability
rating concept which integrates

many (DVFA), member of the
advisory board of the German
Shareholder Association (DSW)
and member of the advisory pa-
nel for sustainability of DB Ad-
visors/DWS. He has published
eight books and more than 120
articles focused on ESG perfor-
mance and investor relations.
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an economic sustainability di-
mension info the ESG equation.
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We combine selective exclusion criteria (for example, clus-
ter bombs) and a best-in-class approach. After we reduce
the possible investment universe by using selective exclu-
sion criteria, we take our ESG rating, provided by an inde-
pendent external ESG rating agency, into account.

With this ESG universe, we start to construct a portfolio
based on a best in class approach. After we have identified
the most attractive companies from an ESG point of view,
we add our bottom-up research expertise from all internal
analysts and portfolio managers to increase performance
opportunities in the ESG portfolio.

Finally, we compare the overall ESG rating of the constructed
portfolio with an ESG rating of a common benchmark (such as
MSCI Europe or STOXX Europe) and do the same with the car-
bon footprint of the portfolio and the respective benchmark.

M. PRATSCH: As there is no standardization yet, this question
is fough to answer. The sustainability rating of DZ Bank Sus-
tainable Investment Research is the result of a multi-stage,

integrated analysis process taking around 180 sustainability
factors (traditional ESG + economic sustainability) into
consideration.

HOW DO YOU USE ESG PRINCIPLES AS PART OF YOUR INVEST-
MENT DECISIONS?

M. JANTZI: As | said, Sustainalytics does not make invest-
ment decisions, but we work with clients to help them inte-
grate ESG into their investment decision-making processes.
ESG principles are integrated in a myriad of different ways.
Some of our clients use ESG information to identify broad
trends in the economy, or to identify which industries to al-
locate their assets. ESG analysis is also used to evaluate
country risk, especially on the fixed-income side. Other cli-
ents are focused on ESG integration at the securities level,
wanting to understand whether or not a company is manag-
ing its ESG risk and is positioned to capture ESG opportuni-
ties. Finally, it is also important to note that ESG is not just
being used by practitioners to decide whether or not to buy
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a security. ESG is becoming an increasingly important part
of the ownership arsenal, with investment managers and
companies engaging in dialogue on sustainability issues.

F. KLEIN: We are also a long-term signatory of the UNPRI. As
far as the main portfolios are concerned, 99 percent of our
money is invested in conventional portfolios. ESG is just a
minor part still. But for our conventional portfolios, we do
have a proprietary database that is used by our analysts,
portfolio managers to help them choose attractive invest-
ments that are also socially responsible. Yes, this is not pure
ESG investing for our conventional portfolios but this data-
base allows them to pick socially responsible investments.
M. PRATSCH: DZ Bank has developed its own sustainability
rating. The integrated sustainability concept of DZ Bank's
Sustainable Investment Research goes beyond the pure
ESG approach and its exclusive evaluation of environmental,
social and governance factors. Sustainability is an invest-
ment issue. The focus of any company is commercial suc-
cess. The aim of every investor is to achieve a return. This
also applies to pure sustainability investors. Consequently, it
is essential to include the economic perspective into a sus-
tainability analysis. The result is a four-dimensional analysis
model that takes into account the interests of all the stake-
holders of a company.

ESG FACTORS, WHEN INTEGRATED INTO INVESTMENT DECISIONS,
MAY OFFER INVESTORS LONG-TERM PERFORMANCE ADVANTAG-
ES, RESEARCH SHOWS. HOW HAVE YOUR ESG PORTFOLIOS PER-
FORMED OVER THE SHORT AND LONG TERM?

M. JANTZI: Much of the academic literature out there shows
that if you integrate ESG into a portfolio in a comprehensive,
systematic and infelligent way, performance will be better in
the long term. You will sometimes see some short-term dif-
ferences, but over the long run you will see very competitive
performance.

F. KLEIN: Our clients don't want to sacrifice performance just
because they have chosen ESG as the preferred investment
method. They give us a clear structure of what they want.
For example, some of our non-profit clients want to exclude
pharmaceutical companies and utilities that generate reve-
nue through nuclear power.
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We measure our ESG investments against conventional
benchmarks such as MSCI Europe or STOXX Europe and
also against ESG indices like the STOXX Global Leaders
ESG index.

On the equity side, there are good and bad years. In fotal,
on the global side we have been below the MSCI world
benchmark and on the European side we have been above
the MSCI Europe and STOXX EUROPE benchmark. Beside
the return aspect, volatility is an important measurement.
Generally speaking, volatility on the ESG portfolios was and
still is lower than in conventional portfolios.

We tell clients that they do not sacrifice performance by
committing to ESG investments. ESG is not better but also
not worse than the conventional money we manage. Mostly,
ESG investments, from a risk-adjusted point of view, are fa-
vourable compared to conventional portfolios.

M. PRATSCH: Backtesting shows at least the same perfor-
mance as traditional portfolios. In most cases sustainability
portfolios have outperformed traditional portfolios when
considering an investment horizon of a few years or longer.

DO YOU PERCEIVE ESG RISKS ARE GREATER IN EMERGING MAR-
KETS THAN IN DEVELOPED MARKETS? AND HOW DO YOU THINK
EMERGING MARKETS CAN BETTER INCORPORATE ESG PRINCI-
PLES INTO THEIR BUSINESS PRACTICES?

A. BASSEN: The implementation and transparency of ESG
factors is lower in emerging markets as compared to devel-
oped markets. Therefore the announcement effect of posi-
tive and negative ESG events like e.g. oil spills, child labor
might be higher.

In a further step of implementation, it is important to deter-
mine the effect of different ESG factors in the value chain.
That enables companies to assess more precisely the po-
tential risks and opportunities of ESG.

M. JANTZI: Not necessarily. That being said, we face a major
challenge because of a lack of ESG disclosure in emerging
markets broadly speaking, so in that sense not fully under-
standing how companies are dealing with ESG issues obvi-
ously presents risks to investors. It's not dissimilar to the
disclosure challenges we face with respect to financial data
in some emerging economies. The good news is that ESG
disclosure is improving; a trend | expect to accelerate as
emerging marketfs receive more atftention and increased
asset allocations from European and North American
investors.

| would also say that while ESG risks might not necessarily
be larger in emerging markets, they are unquestionably dif-
ferent in a lot of cases. Things we often take for granted in
developed economies, like food safety or bribery/corruption,
are sometimes more significant ESG risks in emerging
markets.
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Finally, we need to keep in mind that the term "emerging
markets" is all encompassing and captures regions of the
world with very different ESG profiles. We need to under-
stand that ESG risks in China are not only different from
those in western Europe, but also from issues in Brazil or
eastern Europe. More importantly, let's be careful to not
equate a lack of understanding of emerging markets with
the belief that ESG risks are more prominent there. Sustain-
alytics' commitment is to provide our clients with leading-
edge ESG analysis of global companies, which we can only
do if we have analysts with local expertise. That's why we
have a team located in Asia, in addition to several partner-
ships there, and someone in Latin America.

F. KLEIN: | think another way of looking at this is that gener-
ally speaking emerging markets are just less transparent
than developed markets as information is not disclosed to
the same extent and that is the reason for more investment
still going to developed markets rather than emerging mar-
kets on both the conventional and ESG side.

That said, | think corporates in emerging markets have to
take ESG more seriously, especially focus a lot more on the
environmental criteria and the social criteria.

M. PRATSCH: Yes, due to lower transparency. Stakeholder-
orientated communication needs to be improved.

A MAJOR CONCERN REGARDING SOCIALLY RESPONSIBLE IN-
VESTMENTS IS THAT THERE IS NO STANDARDIZED METHODOLOGY
THAT ALLOWS FOR AN ACCURATE COMPARISON BETWEEN COM-
PANIES. DO YOU THINK IMPROVEMENTS ARE NEEDED IN ESG DIS-
CLOSURE BY COMPANIES AND CALCULATION TO STANDARDIZE
THE PROCESS?

A.BASSEN: The level of disclosure has increased significantly
over the last 10 years. However, there is still scope for im-
provement, especially for smaller companies. In particular,
the level and share of quantitative measures as compared
to descriptive information is not yet satisfactory. Unfortu-
nately, existing reporting standards put more emphasis on
narrative information. Good examples for quantitative infor-
mation are the EFFAS KPIs or the German Sustainability
Code.

M. JANTZI: I'm in favor of improving ESG corporate disclo-
sure, especially in emerging markets, but | can be quite cyn-
ical about standardization because it doesn't lead necessar-
ily to better analytical outcomes. For example, we have
global accounting standards, and they have not always been
helpful in getting a true picture of what a company is doing.
At the end of the day, infernational ESG standards are nec-
essary, but not sufficient, to get a sense of a company's ESG
performance.

Moreover, the suggestion that there is no standardized
methodology in ESG assessment is not entirely accurate. In-
creasingly, there are standard ESG KPlIs, spurred on by the

excellent work of the Global Reporting Initiative, the DVFA
(Society of Investment Professionals in Germany) and EF-
FAS (European Federation of Financial Analysts Societies),
among others.

Does it mean that all companies like Sustainalytics that pro-
vide sustainability research are looking at the same thing?
Absolutely not. ESG sell-side research firms compete in the
market, in part, based on their ability to evaluate ESG
performance better than their competitors. That creates a
vibrant market and allows for a variety of views. Are we asking
the "mainstream” sell-side fo create a single, standardized
methodology and standard?
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F. KLEIN: We have come a long way in the process. Yes if you
compare ESG to something like IFRS or GAAP accounting,
which are global standards, there is nothing like that in ESG
yet. But in Europe, we have developed KPIs on the financial
reporting side; EFFAS KPIs were established as a European
standard two years ago. The EU last year announced an ini-
tiative to incorporate ESG into mainstream investing and to
train investment professionals in ESG investing.

But yes, | think, we do need a global, united way of ap-
proaching and analyzing corporations and ESG KPIs as well
as the global Integrated Reporting initiative are steps into
the right direction.

M. PRATSCH: Yes, based on a dialogue between the Global
Reporting Initiative (GRI), The European Federation of Fi-
nancial Analysts Societies (EFFAS) and SD-M Sustainable
Development Management for example. The GRI Sustain-
ability Reporting Guidelines, the KPIs for ESG 3.0 and the
Sustainable Development Key Performance Indicators (SD-
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KPls) are all very good reporting frameworks from our point
of view.

WHAT WOULD BE THE NEXT STEP/TREND/DEVELOPMENT IN THE
ESG INVESTING SPACE?

A. BASSEN: The latest development has been the increasing
differentiation of ESG factors for different asset classes.
This reflects investors' need for asset diversification. Overall,
as more and more financial institutions became signatories
of the UNPRI, more investors will have to take ESG informa-
tion into account in their investment decisions. However, as
of today there is no generally established process for inte-
grating ESG information into the investment process. Also
the integration of ESG factors in the valuation model of an-
alysts and investors is incomplete.

M. JANTZI: | see three. First, | think we are going fo continue
tfo see a mainstreaming of this space, with an increasing
number of institutional investors, assets owners, Sovereign
Wealth Funds and buy-side firms looking at these types of
issues in a more comprehensive way. | think investors will do
it because it will help them fulfill their fiduciary obligations
and mandates by making more informed decisions.
Second, we're going to see ESG spread from developed
markets, where it is better established, especially western
Europe, the UK and Australia, and gain more traction in oth-
er parts of the world. We are going to see a lot more focus
on ESG in Asia.

Third, we're also going to see the adoption of ESG factors
across a broader range of asset classes. Until now, the two
major asset classes incorporating ESG have been equity and
fixed income, but | think you are going to see private equity,
infrastructure and real estate increasingly adopt ESG prin-
ciples as well.

F. KLEIN: From the product-suite point of view, it all started in
the 1960s/1970s, with equities. Later bonds, small caps and
indices were infroduced to measure ESG. From an invest-
ment point of view, bonds, corporate bonds in particular, will
be the name of the game going forward, meaning that ESG
principles will be applied to corporate bonds. Even hedge
funds will start incorporating ESG into their investment de-
cisions, because hedge fund managers are used to pair-
trades which can be derived from an ESG best-in-class
approach.

In addition, as more and more indices get developed, and
with increasing liquidity on the derivatives side, ESG overlay
will be introduced to manage risks. Meaning that, deriva-
tives, such as options or futures, will be bought over the in-
dex to mitigate the risk exposure of the underlying ESG
investments.

M. PRATSCH: Movement from niche to mainstream, using
ESG factors as a general risk component in mainstream
investing.
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WHAT DO YOU THINK IS STILL MISSING OR UNDERREPRESENTED
IN ESG INVESTING?

A. BASSEN: The most challenging task will be the integration
of ESG factors into the whole value chain of financial insti-
tutions as this will require a genuine change of mindset.

M. JANTZI: Compared to Europe and Australia, the adoption
of ESG in North America has been slower. One reason for
this is in Europe and Australia the regulatory framework is
much more supportive of ESG investment and there is a
more evolved understanding of fiduciary responsibility. So,
while there are a number of pension funds in the United
States and Canada that are sophisticated ESG investors,
there is tremendous opportunity for growth.

F. KLEIN: What is still missing is a corporate commitment in-
vesting in ESG on the asset management side. While all
major corporations publishing CSR reports, sustainability
studies etc., from a financial point of view, the majority of
those companies are not yet investing their employee pen-
sions into ESG investments to an adequate extend. They are
committed to ESG on the operating side and that needs to
be extended to the investment side.

M. PRATSCH: The integration of the economic perspective.
Regardless of the perspective from which the issue of sus-
tainability is viewed, the main concern of any company is
always commercial success. Nearly all companies with sus-
tainable commitments openly disclose on their websites
that these social and environmental commitments are also
carried out for the company's own strategic purposes.

The same is true on the investor side. Sustainable investors
want fo invest with a good conscience but in no way wish fo
forgo a return and want o increase their investment just like
conventional investors. Consequently, the traditional invest-
ment targets of profitability, security and liquidity also apply
for sustainable investors. «
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WILL EUROPEAN
EQUITIES RECOVER?

Al TRACTIVE VALUATIONS
JUSTIFY BUYING
FUROPEAN SHARES

European equities have provoked fear and trepidation for
years. The financial crisis, the likelihood of Greece and others
exiting the euro, the European Central Bank's mandate which
does not allow it to finance debt held by member countries
and the move toward fiscal austerity have decimated Euro-
pean stocks as investors have rushed fo the exits.

The EURO STOXX 50, a blue-chip index of the 50 biggest
companies from 12 eurozone countries, has lost more than 40
percent in the past five years. The STOXX Europe 600, which
includes large, mid and small cap companies from 18 Euro-
pean countries, has fallen nearly 27 percent in the same time.

While many have fled European equities, others say the
time is right to add European shares to investment portfo-
lios as stocks in the region are at the cheapest levels they
have been in a long, long time.

“I think many companies are oversold, so in those sectors
where you see good valuations, right now is a good point to
go in,” Massimo "Max" Cassia, head of equity at Sella
Gestioni SGR SpA in Milan, told STOXX Pulse in an interview.
Cassia manages about 1.5 billion euros in equity.

“There are sectors and areas of interest in the medium term,
but investors must diversify with selectivity,” Cassia said,
adding that the luxury, industrial and energy sectors are
good areas to buy shares.

Reuters Datastream data from June showed that the EURO
STOXX 50 index traded at 7.9 times 12-month forward
earnings, well below a 10-year average of 11.4. The broader

STOXX Europe 600 traded at 9.2 times expected earnings,
well below a 10-year average of 12.5. That compared with
P/E ratios of 11.8 for Wall Street's S&P 500 index and 9 for
the MSCI Emerging index.

“From a long-term valuation perspective, a number of Euro-
pean markets look attractive, with for example P/E ratios or
P/B ratios well-below their long-term averages,” Julien Seeth-
aramdoo, senior economist and investment strategist at HSBC
Global Asset Management Ltd. in London, told STOXX Pulse.

"However, valuation tends to work as a long-term invest-
ment signal, so investors should be prepared for consider-
able volatility in the meantime,” he added. "We think the
eurozone crisis will require a multi-year workout similar to
the Latin American debt crisis. It will ebb and flow, with

lla
JULIEN SEETHARAMDOO

HSBC Global Asset
Management Ltd,, London

MASSIMO CASSIA
Sella Gestioni SGR SpA,
Milan
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times when the crisis looks very worrying and times when it
looks as if progress is being made towards a solution, with
the chance that this generates shorter-term rallies.”

Another strategy to pick European stocks involves selecting
European companies that do good business in emerging
markets and North America. "Companies with more inter-
national exposure are to be looked at, especially those that
do business in emerging markets,” Cassia said. "Consumer
goods is a good sector, but you have fo look stock by stock.”

For example, the DAXplus Export Strategy index, which in-
cludes the top 10 export companies on the DAX and MDAX,
has returned nearly 32 percent in the past three years. The
10 companies in the index, including EADS, Siemens AG,
Merck AG and Hochtief AG, benefit most from increasing
demand in foreign countries.

“It is difficult to talk about safe investments in the European
context, rather we focus on value and risk-reward, but our
key recommendation would be to remain well-diversified,
while favoring export sectors and countries with strong
export companies, such as Germany, and therefore less
exposed to domestic weakness in the eurozone,” HSBC's
Seetharamdoo said.

Cassia said it is hard to look at European equities on the
basis of which country is safer than the others. Investors
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EUROPEAN STOCKS TUMBLE DURING CRISIS

(Data from STOXX Limited)
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“should look more at valuations than safer countries,” lest
they miss out attractively valued stocks in Greece just be-
cause there are fears the country could exit the euro.

According to data from EPFR Global, stock funds in Europe
attracted $233 million in inflows for the week ended August
22, after seeing outflows for seven weeks, a sign that Euro-
pean equities may have been oversold on concern about the
region’s debft crisis. But when and by how much will Europe-
an shares rise is a question that remains unanswerable.

"I have no predictions,” Cassia said. "But | don't believe that
Europe will end. | don't know if this is the worst market per-
formance ever in Europe, but it is the worst political crisis
and the renewal of the European social model must start.
But that will take a lotf of time.” «

FUREX ICAP SWAP SPREADS PROVIDE
TRANSPARENT BENCHMARK TO TRADERS

Eurex ICAP Swap Spreads, a real-time benchmark for Euro yield spreads, is available from
October to December via a free trial for Reuters and Bloomberg subscribers. The benchmark
delivers key bond future and interest rate swap yield spreads for the European market.

The data includes mid-yields for German BUND, BOBL and SCHATZ futures traded on Eurex,
swap rates for 3-month and 6-month Euribor interest rate swaps from ICAP, as well as the
spreads between the future mid-yields and the swap rates. Updated every 250 milliseconds,
the data is calculated by the market data division of Deutsche Boerse.

GEORG GROSS

For more information on this
product or how fo sign up for
the free trial, please visit
www.deutsche-boerse.com/
swapspreads

"Eurex ICAP Swap Spreads provides the only neutral benchmark information for real-time Euro
yield spreads,” said Georg Gross, head of Front Office Data & Analytics at Deutsche Boerse.

"Currently, buy- and sell-side traders use various methods to calculate prices themselves,"
he added. "Our benchmark significantly increases transparency and it gives market partici-
pants confidence that they are looking at objective data based on information from the
most liquid European markets.” «

To subscribe to Eurex ICAP
Swap Spreads directly on
Bloomberg type EUYS <GO>,
for Reuters type EUREXICAP.
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